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Current  Events 


The  Indonesia-Australia  Relationship: 
Is  There  An  Alignment  in  the  Making? 


Teuku  Rezasyah 


IN  this  article  I  will  analyse  Indone- 
sia's perceptions  and  responses  to 
the  changing  global  strategic  struc- 
ture that  followed  the  end  of  the  Cold 
War,  and  the  extent  to  which  it  impacted 
on  Indonesia's  attitude  towards  Australia 
and  affected  their  relationship. 


The  Indonesian  Foreign  Policy 
Framework 

Throughout  the  Cold  War  period,  In- 
donesia found  itself  secure  as  the  super- 
powers machinations  took  place  on  the 
other  side  of  the  globe,  and  neither  side 
was  prepared  to  initiate  a  nuclear  war. 
Theoretically,  the  end  of  the  Cold  War 
should  have  brought  even  greater  secur- 
ity for  Indonesia,  however,  during  this 
time  countries  around  the  world  began 
to  find  themselves  face  to  face  with  the 
political,  ethnic,  religious  and  territorial 
conflicts  of  the  past  that  had  been  tem- 
porarily buried  by  the  worldwide  fear  of 
communism  (Ministry  of  Defence,  1995:  2). 


The  Indonesian  government  feared 
there  would  be  domestic  unrest  if  similar 
conflicts  emerged  closer  to  home  as  Indo- 
nesia is  a  multi-ethnic  society.  This  ex- 
plained why  the  Indonesian  Ministry  of 
Foreign  Affairs  decided  to  become  more 
involved  in  the  affairs  of  the  Asia  Pacific 
region  to  safeguard  Indonesia's  national 
and  international  interests  (Alatas,  1993:  3). 

Regardless  of  the  increasing  occurence 
of  racial  and  nationalistic  based  issues, 
the  military  competition  of  the  Cold  War 
period  was  replaced  by  greater  economic 
interaction  between  states  worldwide  (Su- 
trisno,  1994:  2).  Seeing  this  move  toward 
economic  globalisation,  the  Indonesian 
Ministry  of  Defence  saw  that  the  future 
of  Indonesia  would  be  determined  by  its 
ability  to  integrate  itself  into  the  world 
market  (Sunardi,  1996a:  1). 

Consequently.  Indonesia  wanted  a  new 
arrangement  which  could  guarantee  its  do- 
mestic stability,  and  meet  its  national  in- 
terests in  the  rapidly  changing  region  (Su- 
trisno,  1994:  14).  At  the  strategic  level,  the 
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idea  of  "soft  regionalism"  became  more 
prominent,  as  states  began  to  promote 
peace  and  stability  through  "cooperative 
security"  and  confidence-building  meas- 
ures, rather  than  through  defence  alliances 
(Byung-joon,  1996:  5,  6,  12).  Soft  regional- 
ism itself  requires  the  creation  of  a  stable 
regime  at  the  state  level,  which  appreciates 
efforts  for  domestic  stability  of  other  coun- 
tries in  the  region.  In  the  long  run,  this 
would  pave  the  way  for  a  regional  security 
community  (Soesastro,  1997:  60). 

Indonesia's  Strategic  Assessment 

Whilst  declaring  itself  a  non-aligned 
state,  Indonesia  was  very  critical  of  the 
US'  possible  reduction  in  commitment  to 
the  Asia  Pacific  region,  as  such  a  situation 
would  affect  the  ongoing  regional  balance 
of  power  (Wanandi,  1993:  4).  Indonesia 
feared  that  the  "vacuum  of  power"  left  by 
the  late  Soviet  Union  would  attract  the 
emergence  of  new  powers  (Sunardi,  1996b: 
55-6).  It  was  particularly  wary  of  develop- 
ments in  India  and  China,  as  these  two 
nations  had  the  military  and  economic 
power  to  influence  strategic  issues  in  the 
region. 

India 

As  the  Indonesian  security  elites  rarely 
mention  the  strategic  importance  of  India 
and  its  impact  on  Indonesia,  I  will  have 
to  rely  on  statements  made  by  former  In- 
donesian elites  who  remain  influential  in 
the  security  circle  up  to  this  day.  Indone- 
sia has  to  be  aware  of  India  for  several 
reasons:  it's  geographical  proximity  and  its 
increasing  influence  in  the  Indian  ocean. 


Due  to  India's  economic  growth,  popula- 
tion, defence  industry  and  military  power, 
there  was  a  concern  that  it  would  build 
up  its  military  power  (including  nuclear 
capability),  and  try  to  control  its  sur- 
roundings. Indonesia  was  critical  of  In- 
dia's efforts  to  safeguard  its  200-mile  EEZ 
and  exploit  mineral  resources  in  its  con- 
tinental shelf  and  deep  sea-bed,  as  it 
would  overlap  with  Indonesia's  Exclusive 
Economic  Zone  (Suryohadiprodjo,  1995: 
11-13;  Habib,  1992:  118). 

China 

Being  a  smaller  country,  it  is  under- 
standable that  Indonesia  feels  suspicious 
of  China;  and  perceives  it  as  a  source  of 
threat.  By  this  I  mean  that  Indonesia  feared 
that  China  would  be  unable  to  balance 
simultaneous  domestic  and  international 
pressure  and  this  would  lead  to  regional 
instability.  Possible  examples  of  such  pres- 
sures were:  political  demands  from  China's 
eastern  provinces  which  have  greater  po- 
litical autonomy,  independent  military 
forces,  and  are  also  free  from  the  People's 
Liberation  Army  and  the  Central  Milit- 
ary Commission.  Next,  a  possibility  that 
local  leaders  in  certain  provinces  (such  as 
Hainan)  would  provoke  Vietnam  over  the 
issue  of  the  South  China  Sea.  Then,  a  crisis 
in  the  China-Taiwan  relationship  which 
could  force  Japan  to  over-react. 

China's  global  performance  has  at- 
tracted much  attention  on  the  world  stage. 
Paradoxically,  its  enormous  armed  forces, 
extra  facilities  and  aggregate  power  have 
increased  in  size,  while  the  US  itself  was 
experiencing  a  physical  decline.  As  Gen- 
eral (ret)  Hasnan  Habib  stated,  China's 
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geographical  size  and  population,  nuclear 
capability,  rapid  military  modernisation 
and  economic  growth,  combined  with  its 
assertiveness  in  the  South  China  Sea,  has 
made  neighbouring  countries  in  the  re- 
gion extremely  nervous  of  its  intentions. 
Many  countries  suspect  that  China  wants 
to  become  the  dominant  power  in  Asia 
in  20-30  years  time,  and  a  world  power  a 
generation  after  that  (Habib,  1996:  4-5). 

This  explains  why  Indonesia  was  un- 
convinced of  China's  acceptance  of  its 
sovereignty  over  Natuna  Island,  as  it  feared 
that  this  policy  could  be  challenged  by 
future  Chinese  leaders  (Sudarsono,  1995: 
11).  Nevertheless,  the  Indonesian  govern- 
ment realised  that  it  was  counter  product- 
ive to  confront  China  as  the  Chinese  eco- 
nomy is  unstoppable,  and  will  achieve 
its  optimum  performance  in  about  10  to  15 
years  time. 

Indirectly,  Indonesia's  security  elites 
acknowledged  that  the  economic  growth 
of  states  like  China  can  influence  inter- 
state relationships  in  both  positive  and 
negative  ways.  Accordingly,  China's  GDP 
was  predicted  to  surpass  that  of  the  United 
States  and  Japan,  and  have  a  strong  eco- 
nomic impact  on  the  region  in  the  future. 
Their  assessment  was  justifiable  as  the 
potent  combination  of  annual  double-digit 
economic  growth  rates  and  double-digit 
increases  in  military  spending  will  put 
China  in  a  position  to  dictate  the  regional 
balance  of  power  (Acharya,  1996:  15).  In- 
donesia's response  therefore,  was  to  make 
sure  that  its  surroundings  are  neutralised 
or  onside. 


THE  INDONESIAN  QUARTERLY,  XXV/4 

Critical  Issues  in  the  Region 

Indonesia  remained  critical  of  China, 
Japan  and  Russia  because  of  their  tend- 
ency to  involve  themselves  in  unresolved 
territorial  disputes  (Wanandi,  1992:  157). 
For  example,  the  Sino-Japanese  dispute 
over  the  Diaoyutai  (Senkaku)  Islands  in 
the  East  China  Sea.  Russia  itself  has  a 
long  record  of  hostility  against  Japan, 
centred  around  the  disputed  Kurile  Is- 
lands (Malik,  1993:  43).  Indonesia  feared 
that  the  unresolved  Russo-Japan  conflict 
could  lead  to  Japan's  unilateral  armament, 
the  possible  nuclearisation  of  North  Ko- 
rea, the  possible  chaotic  unification  of  Ko- 
rea, and  the  growth  of  Chinese  military  po- 
wer (Zagoria,  1995:  162).  The  above  crises 
would  have  serious  implications  for  in- 
terstate relationships  in  the  Asia  Pacific 
region. 

Indonesia's  own  immediate  region  it- 
self was  not  immune  from  crises.  While 
some  of  the  ASEAN  members  had  differ- 
ent perceptions  of  security  and  unsettled 
border  issues;  Vietnam,  Cambodia  and 
Laos  were  still  in  the  difficult  process  of 
settling  their  differences  before  they  could 
be  integrated  into  ASEAN.  There  remain- 
ed territorial  disputes  in  the  South  China 
Sea,  involving  several  members  of  ASEAN 
and  the  PRC.  The  newly  assertive  India 
was  also  in  conflict  with  Pakistan  (Habib. 
1992:  112). 

Indonesia  was  aware  of  the  possible 
implications  the  following  conflicts  could 
have  for  the  security  of  the  Asia  Pacific 
region.  Firstly,  any  future  hostilities  be- 
tween China  and  India  would  endanger 
naval  and  trade  activity  in  the  Strait  of 
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Malacca.  Secondly,  possible  multinational 
disputes  over  waters  North  of  the  Spratly 
Islands  involving  some  ASEAN  countries 
and  China  would  certainly  put  Indonesia 
in  a  very  difficult  position,  as  it  would 
have  to  balance  its  Non-aligned  creden- 
tials with  ASEAN  solidarity.  It  was  also 
difficult  for  Indonesia  to  challenge  the 
possible  intervention  of  the  Japanese  Mari- 
time Self-Defence  Force  in  various  straits 
around  Indonesia,  as  Japan  wanted  a  guar- 
anteed naval  access  from  the  Sea  of  Japan 
to  the  Persian  Gulf  (Reith,  1996:  26-30). 

Although  Indonesia's  pivotal  role  in 
ASEAN,  its  close  ties  with  Western  na- 
tions and  Japan,  and  its  status  within 
the  Non-Aligned  Movement  protected  it 
against  regional  aggression,  Indonesia  did 
not  consider  itself  immune  from  the  crises 
of  the  region  (Reith,  1996:  26-30).  This  was 
because  any  political  and  economic  crisis 
tends  to  involve  neigbouring  states  whether 
they  like  it  or  not.  As  the  maintenance 
of  the  territorial  status  quo  and  the  exclu- 
sion of  external  powers  were  fundamental 
to  Indonesian  security,  it  began  to  see  the 
need  to  control  its  own  sub-region,  and 
refused  to  be  undermined  or  dominated 
in  any  way  (Hill,  1991:  69). 


Indonesia's  Strategic  Response 

Greater  uncertainties  in  the  region  have 
forced  Indonesia  and  Australia  to  explore 
their  common  interests  and  develop  their 
cooperation  at  various  levels.  Taking  into 
account  their  economic  performance  and 
level  of  diplomacy,  they  had  the  neces- 
sary requirements  to  be  called  middle  po- 
wers (Evans  and  Grant,  1992:  37 In).  The 


nature  of  their  coalition  will  be  explained 
further  in  the  following  section. 

Closer  Association  with  Australia 

The  economic  importance  of  Australia 
to  Indonesia  was  clear,  as  Indonesia  rank- 
ed it  behind  the  USA,  Japan,  PRC  and  the 
European  Communities.  Australia's  achieve- 
ments in  education,  science,  technology  and 
information  led  Indonesia  to  see  it  as  a 
stepping  stone  to  help  its  own  long  term 
development.  Indonesia  wanted  to  reduce 
its  technological  dependence  on  both  the 
US  and  the  European  Countries.  Unlike 
the  existing  built  in  rivalry  inside  ASEAN, 
there  was  a  high  degree  of  complementary 
products  of  Indonesia  and  Australia.  In- 
donesia also  acknowledged  Australia's  ef- 
forts to  integrate  itself  economically  into 
the  Asian  region,  and  viewed  Australia's 
gradual  reduction  of  traditional  ties  from 
the  US  and  Europe  favourably  (Sunardi, 
1996b:  60;  Suryohadiprodjo,  1995:  11). 

Australia  was  willing  to  broaden  its 
level  of  bilateralism  with  Indonesia  as  its 
industries  could  support  Indonesia's  eco- 
nomic growth.  This  would  also  have  the 
added  effect  of  broadening  Australia's  eco- 
nomic, trade,  commercial  and  cultural  ties 
in  the  Asia  Pacific  region.  In  reality,  Aus- 
tralia's main  aim  behind  its  push  into 
Asia  was  to  gain  privileged  access  to  In- 
donesian markets,  as  they  are  the  poten- 
tially the  largest  in  ASEAN.  While  Aus- 
tralia's total  investment  in  Indonesia  so 
far  was  quite  modest,  it  was  set  to  de- 
velop at  a  spectacular  rate  (Mohideen  and 
Malencio,  1996). 

At  the  strategic  level,  Indonesia  never 
considered  Australia  as  a  threat.  The  first 
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reason  was  that  democratic  countries 
rarely  involve  themselves  in  military  con- 
frontation, except  in  extra-ordinary  situ- 
ations. Secondly,  there  was  no  possibility 
that  a  country  of  18  million  people  like 
Australia  could  threaten  Indonesia,  a  coun- 
try with  a  population  of  200  million.  Third- 
ly, while  their  land  structure  is  separated 
by  only  400  miles,  their  centres  of  gravity 
in  terms  of  population  and  industries  are 
at  the  opposite  end  of  each  country.  Final- 
ly, Australia  offers  a  link  to  the  United 
States  that  not  only  generates  confidence, 
but  is  in  itself  a  deterrent  against  outside 
aggression. 

The  Level  of  Coalition  with  Australia 

The  Indonesia-Australia  coalition  is 
unique.  In  the  Indonesian  eyes,  the  po- 
litical-strategic relationship  is  more  im- 
portant, due  to  their  proximity  with  one 
another,  and  the  ever  present  issue  of 
East  Timor.  Indonesia  understood  that 
Australia's  desire  for  closer  association 
stemmed  from  the  growth  of  the  Indo- 
nesian economy  and  the  emergence  of  its 
local  middle  class.  Eventhough  the  latter 
constitute  only  a  minor  part  of  Indonesia 
society,  they  have  become  an  important 
market  for  Australian  products,  i.e.  14 
million  Indonesians,  out  of  its  total  po- 
pulation of  200  million.  While  this  near- 
ly constitutes  the  total  population  of  Aus- 
tralia or  Malaysia,  the  figure  tends  in 
tandem  with  the  growth  of  the  Indonesian 
economy. 

Unilaterally,  Australia  has  been  trying 
to  take  a  middle  power  leadership  roie,  as 
its  long  term  security  and  economy  are 
becoming  entangled  with  developments 
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in  the  region.  This  explains  why  Australia 
has  been  working  very  strongly  in  the 
issues  of  peace  in  Cambodia,  and  other 
issues  such  as  chemical  weapons,  the 
Cairns-  Group  of  Fair  Trading  Nations  in 
the  GATT,  and  the  formation  of  APEC 
(Hill,  1991:  73-74). 

At  the  same  time,  Australia  is  aware 
that  it  has  to  rely  on  its  own  sources,  as 
the  US  is  less  likely  to  come  to  its  as- 
sistance in  the  event  of  conflict.  Such  a 
situation  has  helped  Australia  to  value 
security  cooperation  with  its  own  region. 
Again,  the  increased  mobility  in  inter- 
national capital  in  Southeast  Asia  has 
made  Indonesia  more  important  economic- 
ally. This  has  offered  opportunities  for 
Australian  companies  who  want  to  invest 
there. 

What  can  we  learn  from  the  coalition 
between  Australia  and  Indonesia?  While 
Australia  places  more  importance  on  the 
economic  side  of  the  relationship,  Indo- 
nesia is  more  concerned  with  the  secur- 
ity aspects.  Despite  these  differences,  some 
of  the  Indonesian  security  elite  believed 
that  they  could  work  together  with  their 
Australian  counterparts  to  prevent  an  un- 
friendly country  from  filling  the  security 
vacuum  left  by  the  Soviet  Union.  From 
my  understanding,  the  only  two  countries 
that  have  the  military  and  economic  ca- 
pacity to  do  so  are  China  and  India. 

Like  Indonesia,  Australia  was  also  wary 
of  China's  growing  involvement  in  the 
affairs  of  the  Asia  Pacific  region,  and 
was  particularly  worried  as  to  how  China 
would  behave  after  the  death  of  Deng 
Xiao  Ping.  With  regard  to  India,  both  Indo- 
nesia and  Australia  feared  that  it  would 
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fill  the  security  vacuum  left  by  the  Soviet 
Union (Vatikiotis,  1993:  363;  Malik,  1993: 38). 
They  also  perceived  India's  naval  build  up 
and  activities  in  the  surrounding  oceans 
as  somewhat  threatening  (Kevin,  1989:  13). 


Conclusion 

Eventhough  the  ingredients  to  form 
an  alignment  are  there,  the  Indonesia-Aus- 
tralia alliance  itself  needs  deeper  analysis. 
A  foundation  has  been  laid  down  in  the 
1995  Security  agreement,  which  was  then 
followed  by  regular  consultation  between 
the  two  countries'  security  elites.  Such 
"semi-alignment"  remains  inoperative,  how- 
ever, critical  issues  linking  Australia  and 
Indonesia  with  either  China  or  India  would 
easily  put  them  into  a  common  position, 
which  could  later  on  develop  into  an  al- 
liance. 
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Synergies  for  A  Sustainable  Growth* 

Robert  D.  Waloni 


Introduction 

AIR  transport  and  tourism  are  in- 
tegral parts  of  the  same  travel  and 
tourism  industry  which  is  now  a 
major  sector,  and  a  growing  sector,  of  eco- 
nomies of  many  countries  of  the  world 
including  Indonesia.  It  is  estimated  that 
gross  output  of  travel  and  tourism  (in 
terms  of  total  sales)  is  over  12  per  cent  of 


Paper  presented  at  a  seminar  on  "Is  Indone- 
sia's Tourism  Growing  Too  Fast?",  organised  by  Pu- 
sat  Wisata  Indonesia  in  Jakarta  on  24  September 
1997. 


world  consumer  spending  and  that,  of 
this  industry  total,  at  least  a  quarter  is  at- 
tributable to  the  purchase  of  airline  tickets. 
Air  transport  is  thus  a  very  important  part 
of  the  tourism .  industry. 

The  role  of  transport  in  the  develop- 
ment of  tourism  is  irreplaceable  due  to  the 
unique  nature  of  this  industry.  The  tourist, 
as  a  consumer,  is  obliged  to  go  to  the  place 
where  the  product  is  "manufactured". 

Garuda  Indonesia,  as  the  national  airline 
of  Indonesia,  has  been  dedicated  to  the  de- 
velopment of  tourism  in  Indonesia  since  the 


CURRENT  EVENTS 


353 


early  days  of  its  establishment.  This  early 
development  coincided  with  a  struggle  of 
the  Republic  to  keep  up  with  its  independ- 
ence and  sovereignty. 


fices  and  the  Indonesia  Tourism  Promotion 
Board  overseas,  tourist  promotion  became 
even  more  effective  resulting  in  a  signific- 
ant increase  in  number  of  tourists  travel- 
ing to  Indonesia. 


Garuda  Indonesia,  The  Pioneer 

The  history  of  establishment  of  the  na- 
tional flag  carrier  of  the  Republic  of  Indo- 
nesia is  closely  tied  to  the  destiny  of  the 
Indonesian  nation  since  1945. 

It  was  on  January  26th,  1949  that  a  com- 
mercial airline  known  as  Indonesian  Air- 
ways commenced  operations.  This^was  the 
first  national  flag  carrier  of  the  Republic 
of  Indonesia,  now  more  widely  known  as 
Garuda  Indonesia.  Promotion  of  tourism  in 
Indonesia  was  pioneered  by  Garuda  Indo- 
nesia offices  in  major  tourist-generating 
markets  overas.  The  following  is  a  list  of 
major  destinations  served  by  Garuda  Indo- 
nesia a.o.: 

Singapore  since    1959  (38  years) 

Hong  Kong  1961  (36  years) 

Japan:      TYO  1962  (35  years) 

Europe:    AMS,  FRA,  1965  (32  years) 

ROM,  PAR 

Australia:  SYD 

The  UK:  LON 

The  USA:  LAX 


1969  (28  years) 
1980  (17  years) 
1985  (12  years) 


Promotion  of  tourism  in  Indonesia  is  also 
carried  out  by  Garuda's  off-line  offices, 
namely:  Madrid,  Vienna,  Brussels,  Stockholm, 
New  York,  San  Francisco,  and  Vancouver. 

There  are  now  32  on-line  and  seven  off- 
line offices  in  27  countries.  These  offices  pro- 
mote tourism  in  Indonesia  along  with  our 
agents  and  partner  airlines.  The  establish- 
ment of  Indonesian  Tourism  Promotion  Of- 


Market  Growth  and  Competition 

The  high  growth  in  passenger  traffic  and, 
simultaneously,  increased  popularity  of  In- 
donesia as  one  of  the  most  attractive  tourist 
destinations,  is  having  a  positive  impact  on 
development  of  the  country  as  a  whole. 

• 

However  the  high  growth  has  attracted 
new  entrants  into  the  market.  National  air- 
lines from  countries  hitherto  uninterested 
in  developing  a  tourist  market  for  Indone- 
sia, have  now  opened  new  routes  into  the 
country. 

Following  the  adoption  of  a  more  liberal 
aviation  policies  by  many  countries  and 
with  the  implementation  of  the  "limited 
open  skies"  policy  in  Indonesia,  several 
countries  operate  more  than  one  airline  into 
Indonesia.  For  example,  OF  and  AN  from 
Australia;  MH  and  Pelangi  from  Malaysia; 
JL,  JAA  and  NH  from  Japan,  and  so  on. 

New  entrants  are  not  restricted  to  air- 
lines offering  scheduled  flights,  the  num- 
ber of  charter  companies  has  also  increas- 
ed. These  operate  during  high  season,  a 
period  in  which  scheduled  airlines  expect 
to  gain  more  revenue  offsetting  loses  made 
during  the  low  season. 

High  growth  is  not  only  attracting  air- 
lines from  the  countries  of  origin  and  des- 
tination of  tourists,  but  also  airlines  of  coun- 
tries which,  geographically,  lie  within  reach 
of  third  party  carriers.  The  third  party  car- 
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riers  frequently  ignore  their  own  tourists 
market  for  Indonesia.  Instead,  they  compete 
for  a  share  in  other  countries'  tourist  mar- 
kets using  the  "unofficial"  5th  and  6th  Free- 
dom Traffic  Rights. 

Whilst  tourist  industry  has  been  record- 
ing a  significant  growth  in  tourist  arrivals 
for  a  number  of  years,  national  airlines  from 
both  origin  and  destination  of  the  tourist, 
particularly  long  haul,  regular  carriers,  are 
facing  increasing  problems  with  the  de- 
crease in  operating  results.  Their  market 
share  continually  decreases  and  is  known 
to  be  followed  by  a  severe  drop  in  yield 
per  passenger  per  km  especially  in  the 
tourist  market  due  to  price  war  derived  from 
over  supply. 

Competition  thereafter  becomes  even 
more  difficult  as,  on  the  one  hand,  oper- 
ating costs  are  constantly  on  the  increase 
and,  on  the  other  hand  customers  are  de- 
manding and  expecting  higher,  quality  of 
product  and  service.  Travelers  are  more  so- 
phisticated and  will  expect  higher  stand- 
ards in  all  areas  of  (tourist)  product  deliv- 
ery. The  experience  starts  from  the  moment 
the  passenger  boards  the  aircraft  taking 
them  to  their  destination  through  to  collec- 
tion of  their  luggage  upon  return  to  their 
original  point  (of  embarcation). 

The  aim  of  the  national  airline  to  bol- 
ster development  of  tourism  and  its  equal- 
ly important  mission  to  remain  competitive 
in  an  increasingly  competitive  market,  pres- 
ents a  real  dilemma. 

Approaching  the  Maturity  Stage 

In  consideration  of  the  above,  tourism 
in  Indonesia  was  shocked  by  recent  news 
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that  some  long  haul  regular  carriers  will 
discontinue  their  flights  into  Bali  as  of 
October  26th,  1977.  This  was  followed  by 
further  news  of  a  charter  company  pulling 
out  of  Bali. 

Although  the  reasons  for  the  discon- 
tinuation and  withdrawal  of  flights  were 
merely  economic  (according  to  airline  man- 
agers), there  were  various  reactions  from  the 
tourist  industry  namely  the  negative  im- 
pact on  their  business,  which  is  naturally 
understandable.  Indeed,  the  situation  in- 
dicates that  Bali,  as  the  main  product  of 
tourism  in  Indonesia,  has  reached  or  is  ap- 
proaching a  stage  of  maturity  in  its  product 
life  cycle. 

Although  Indonesia  has  many  equally 
attractive  tourist  destinations,  especially  re- 
sorts, some  of  them  are  not  readily  market- 
ed to  the  international  tourist  mainly  be- 
cause of  the  lack  of  infrastructure. 


Restructuring  for  A  Sustainable 
Growth 

Faced  with  this  difficult  situation,  Garu- 
da  Indonesia  is  taking  prudent  but  prompt 
action  to  consolidate  its  resources,  draw  a 
new  map  to  re-focus  its  target,  set  objective 
and  select  the  most  effective  strategies.  In 
addition,  marketing  organisation  will  be  re- 
structured and  new  programs  planned  in 
accordance  with  their  suitability  to  the  cur- 
rent market  situation  and  its  future-trends. 

Re-segmentation,  re-targeting  and  re-po- 
sitioning are  being  undertaken  by  Garuda 
Indonesia  and  are  aimed  at  improving  mar- 
keting performance  to  efficiently  and  effect- 
ively achieve  the  objective  of  the  company. 
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Improvement  of  product  quality  and  ser- 
vices has  become  management's  focus  of  at- 
tention in  order  to  improve  customer  value. 
Efficiency  and  quality  are  keys  to  success 
in  this  highly  competitive  market. 

You  might  have  heard  about  the  routes 
restructuring  done  recently  by  Garuda  In- 
donesia including  commercial  cooperation 
with  our  airlines  partner  to  operate  to/from 
Rome,  Zurich  in  Europe  and  some  other 
points  in  Asia.  Frequency  to  Amsterdam  and 
Frankfurt  have  increased  to  daily  including 
four  weekly  non  stop  flights  to  Frankfurt. 
Our  USA  services  have  also  increased  to 
daily  flights  operations  with  effect  from  Oc- 
tober 26th,  1997.  All  these  efforts  have  been 
undertaken  in  order  to  survive  and  to  sup- 
port the  continuous  and  long-term  develop- 
ment of  tourism  in  Indonesia.  Tourism  in 
Indonesia  does  not  need  just  growth.  More 
importantly,  it  needs  a  managed  and  sustain- 
able growth. 

Alliances  to  Expand  the  Global  Reach 

Route  expansion  of  Garuda  Indonesia  to 
both  international  and  domestic  are  man- 
aged through  alliances.  There  are  currently 
strategic  alliances  with  Northwest  Airlines 
(NW)  as  global  partners  and  Sempati  Air 
(SG)  in  Indonesia.  Many  other  alliances  or 
commercial  cooperation  are  being  negoti- 
ated with  KL,  SR,  AZ,  VN,  CZ,  etc.  are  aimed 
at  improving  efficiency  of  the  company  and 


expanding  the  global  reach  to  support  de- 
velopment of  tourism  in  Indonesia. 

With  the  expansion  of  global  reach  we 
can  sell  tourism  products  on  the  global  mar- 
ket and  with  the  help  of  our  global  and  do- 
mestic partners,  send  tourist  to  more  des- 
tinations in  Indonesia. 

In  line  with  the  strategy  of  Indonesia 
Tourism  Promotion  Board,  the  target  market 
of  Garuda  Indonesia  in  1998  are: 

-  Long-haul:    Germany,  the  Netherlands,  the 

UK,  France,  and  USA. 
-Medium:      Japan,  Korea,  Taiwan,  Hong 
Kong,  Australasia. 

-  Short-haul:    ASEAN  countries. 

Quality  Tourism  and  Cooperation 

As  the  tourist  product  of  Indonesia  is 
approaching  maturity,  market  modification 
is  clearly  the  right  direction  to  avoid  de- 
cline. However,  this  will  be  even  more  ef- 
fective if  the  tourist  industry  itself  initiates 
product  development/product  modification 
simultaneously  creating  and  delivering  qual- 
ity tourism  before  the  maturity  date  turns. 

It  is  clear  that  delivery  of  quality  tourism 
is  real  challenge  for  the  next  millenium  and 
cooperation  between  transport,  accommoda- 
tion, attraction,  facilitator,  intermediaries,  tour 
guides  and,  more  importantly,  government 
authorities  are  vital  to  ensure  an  even  dis- 
tribution of  quality  tourism. 


Review  of 
Political  Development 


The  Political  Dynamics  in  the  Face 
of  the  1998  General  Assembly  Session 

The  Discourses  on  Succession,  Guidelines  of  State  Policy 
(GBHN),  and  the  Non-GBHN  Decrees  Draft 


F.S.  Swantoro 


THE  political  developments  through 
out  the  months  of  October-Novem- 
ber have  been  characterised  by  two 
major  political  issues.  First,  public  arguments 
and  discussions  about  the  draft  decree  on 
the  Guidelines  of  State  Policy  by  the  As- 
sembly's Working  Committee  (Badan  Pe- 
kerja  Majelis  Permusyawaratan  Rakyatl 
BP-MPR).  Second,  the  issue  of  the  national 
leadership  succession,  especially  related  to 
President  Soeharto's  address  on  the  occa- 
sion of  Golkar  33  rd  Anniversary  in  which  he 
stressed  his  willingness  to  step  down  from 
power  when  the  people  want  him  to.  These 
developments  have  important  implications 
for  the  forthcoming  period  of  political  life 
which  will  culminate  with  the  General  Ses- 
sions of  the  People's  Consultative  Assem- 
bly (Sidang  Umum  MPR)  in  March  1998. 

The  Discourse  on  National  Leader- 
ship Succession 

The  national  leadership  succession  is 
considered  to  be  one  of  the  most  important 


issues  in  political  life,  which  has  been 
widely  discussed  by  some  segments  of  so- 
ciety for  quite  some  time.  The  General  Chair- 
man of  Muhammadiyah,  Amien  Rais,  for  in- 
stance, proposed  the  process  of  the  national 
leadership  succession  in  the  general  ses- 
sions of  the  leaders  meeting  of  the  organ- 
isation (Tanwir  Muhammadiyah).  Now,  the 
issue  of  succession  is  endorsed  by  several 
statements  and  events. 

First,  the  statement  made  by  the  Min- 
ister of  Religious  Affairs,  Tarmizi  Taher,  who 
pointed  out  the  reluctance  of  President  Soe- 
harto  to  become  the  object  of  individual 
cult.  Second,  President  Soeharto's  address 
on  the  occasion  of  Golkar  33  rd  Anniversary, 
when  he  asked  Golkar  to  reconsider  its  de- 
cision to  nominate  President  Soeharto  for 
his  seventh  term  of  office. 

Political  observer,  Frans  Seda,  argued  that 
politically,  there  was  a  direct  connection  be- 
tween President  Soeharto's  reluctance  to  be 
the  object  of  individual  cult  and  his  request 
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for  Golkar's  reconsideration  over  his  Presid- 
ential nomination.1  In  Indonesia's  political 
life,  the  issue  of  cult  is  more  important  than 
its  moral  aspect,  because  experience  has  wit- 
nessed how  this  issue  would  destroy  the 
leadership  of  Bung  Karno  who  was  once 
loved  by  the  people.  It  is  everyone's  hope, 
including  President  Soeharto,  that  this  ex- 
perience will  never  happen  again. 

Moreover,  experience  of  other  nations 
have  shown  that  the  issue  of  individual  cult 
could  also  be  due  to  the  individual  ambition 
of  dictators  forced  on  the  people.  It  could 
also  be  caused  by  a  blind  political  movement 
or  engineering  directed  to  certain  leaders 
who  wanted  to  become  the  symbol  of  such 
political  movement.  And  it  could  also  emerge 
from  both  individuals  and  society  through 

2 

political  engineerings.  History  has  also  re- 
vealed that  individual  cults  have  become 
the  ideology  of  communist  countries  and 
reached  its  peak.  It  is  clear  that  President 
Soeharto 's  reluctance  of  such  a  process  is  to 
avoid  the  negative  implications  as  history 
has  shown. 

The  issue  of  national  leadership  suc- 
cession, especially  with  regard  to  President 
Soeharto 's  willingness  to  step  down  if  the 
people  want  him  to,  has  created  a  number 
of  speculations.  First,  Soeharto  tried  to  give 
the  impression  that  he  wanted  to  correct 
the  political  culture  which  is  not  void  of  po- 
litical engineering  in  nominating  the  pres- 
ident and  the  vice  president.  Second,  Soe- 
harto tried  to  emphasise  the  importance  of 
political  awareness,  understanding  as  well 
as  responsibility  with  regard  to  his  sup- 
porters so  that  any  nomination  that  is  re- 

^Kompas,  October  22,  1997. 
2Ibid. 


lated  to  the  succession  process  is  not  taken 
for  granted. 

However,  the  present  system  of  polit- 
ical life  will  not  likely  allow  the  succession 
process  to  take  place  in  the  General  Ses- 
sions of  the  People's  Consultative  Assem- 
bly in  March  1998.  This  tendency  is  ob- 
vious from  several  statements  of  Golkar 
Chairman,  Harmoko,  who  stressed  that  Gol- 
kar's decision  to  renominate  Soeharto  as 
president  was  final.  As  the  largest  polit- 
ical power  of  the  country,  Golkar  will  de- 
finitely nominate  Soeharto  for  his  seventh 
term  of  office  and  PDI  as  well  as  PPP  will 

3 

likely  do  the  same. 

The  issue  of  the  vice-presidency  is  not 
as  clear  as  that  of  the  presidency.  As  a 
major  political  power,  Golkar  has  not  dis- 
cussed the  nomination  for  the  vice  pres- 
idency. The  chairman  of  Golkar  Faction  of 
the  MPR,  Ginandjar  Kartasasmita,  argued 
that  the  nomination  of  the  president  and 
vice  president  do  not  have  to  be  in  one 

4 

package,  but  it  can  be  separately  done.  How- 
ever, several  mass  organisations  have  pro- 
posed to  factions  in  the  MPR  a  number  of 
nominees,  such  as  Try  Sutrisno,  Edi  Sudra- 


issue  of  succession  is  frequently  linked  to 
the  question  of  how  President  Soeharto  could  be  in 
power  for  more  than  three  decades.  It  is  because: 
(1)  Soeharto  has  been  supported  by  the  Armed  Forces 
(ABRI)  as  the  defence-security  and  socio-political 
power  in  the  New  Order  era;  (2)  Soeharto  has  also 
been  supported  by  political  parties,  mass  organisa- 
tions as  well  as  the  bureaucracy;  (3)  Soeharto  has 
been  supported  by  the  Moslem  people  as  one  of  the 
major  political  powers  in  the  country,  (4)  Soeharto 
controls  the  main  economic  and  financial  access 
which  is  impossible  to  be  outcompeted  by  his  op- 
ponents; (5)  Soeharto  has  also  been  supported  by 
major  traditional  and  charismatic  groups,  especially 
the  Javanese. 

ABisnis  Indonesia,  October  24,  1997. 
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djat,  Ginandjar  Kartasasmita,  R.  Hartono, 
and  B.J.  Habibie.5  Although  Golkar  as  the 
largest  faction  has  not  as  yet  nominated 
its  candidate,  it  has  set  the  criteria  for  the 
position,  by  which  the  candidate  has  to  be 
capable,  acceptable  and  be  able  to  work  to- 
gether with  the  president-elect.6 

The  chairman  of  Nahdlatul  Ulama,  Ab- 
durrahman Wahid,  however,  gave  a  differ- 
ent opinion.  He  argued  that  the  vice  pres- 
idency should  be  based  on  the  ability  of 
doing  the  task  of  the  President  in  the  event 
of  the  disability  of  the  president  doing  his 
term  of  office.  "This  could  happen  anytime, 
after  the  1998  General  Sessions  of  MPR,  in 
1999,  2000,  or  2003."7 

Therefore,  it  is  urgent  to  come  up  with 
the  best  mechanism  so  that  the  presidential 
and  vice  presidential  election  may  be  held 
in  a  transparent  and  democratic  manner,  so 
as  to  avoid  any  political  engineerings. 

The  Discourse  on  the  Draft  Decree 
of  GBHN  and  Non-GBHN 

The  Draft  Decree  of  the  Guidelines  of 
State  Policy 

The  Working  Committee  of  the  MPR  {Ba- 
dan  Pekerja  MPR/BP-MPR)  has  started  its 
three-month  session  to  discuss  and  consider 
the  Draft  Decree  of  MPR  on  GBHN  and  Non- 
GBHN  (Rancangan  Ketetapan  MPR  ten- 


Kompas,  October  20,  1997  and  Merdeka,  Octo- 
ber 21,  1997. 

6  Although  Golkar  Chairman,  Harmoko,  argued 
that  the  nomination  for  the  vice  presidency  will  be 
decided  by  MPR,  the  political  reality  will  not  let  this 
condition  to  happen.  It  is  up  to  the  President-elect 
to  appoint  the  vice  president. 

1  Media  Indonesia,  October  23,  1997. 


tang  GBHN  dan  Non-GBHN)*  The  debates 
throughout  the  session  has  been  focused 
on:  (1)  Which  faction's  concept  would  be 
the  frame  of  reference  of  the  discussion;  (2) 
The  proposal  of  the  draft  of  the  decree  on 
delegation  of  authority  to  the  president  to 
secure  the  process  of  national  development; 
(3)  The  proposal  of  the  draft  of  the  decree  of 
election,  Pancasila  Democracy,  Human  Rights, 
Supreme  Court's  power  concerning  judicial 
review,  and  socio-political  organisations. 

The  discussion  within  the  Ad-Hoc  Com- 
mittee I  (Panitia  Ad-Hoc  //PAH  I)  which  is 
responsible  for  formulating  the  GBHN  de- 
cree, went  through  a  debate  which  was  trig- 
gered by  each  faction's  desire  to  defend 
its  concept  as  well  as  by  the  pressure  of  the 
Golkar  faction  (F-KP)  being  the  largest  fac- 
tion to  adopt  its  concept  as  the  frame  of 
reference.  To  end  this  protracted  debate, 
chairman  of  the  PPP  (F-PP)  faction,  Yusuf 
Syakir,  and  the  chairman  of  PDI  faction,  But- 
tu  Hutapea,  proposed  using  GBHN  1993  as 
the  main  frame  of  reference  of  the  BP-MPR.9 

This  proposal,  however,  was  rejected  by 
F-KP,  ABRI  Faction  (F-ABRI)  and  Regional 
Delegation  Faction  (Fraksi  Utusan  Daerahl 
F-UD).  Meanwhile  they  all  supported  Gol- 
kar's concept  to  become  the  main  frame  of 
reference  of  the  discussion  on  the  Draft  of 
the  1998  GBHN  Decree.  F-KP's  Abdul  Gafur 
and  H.M.  Irsyad  Sudiro  held  that  Golkar's 
concept  contains  the  most  adequate  sources, 
for  instance,  from  the  National  Defence  and 
Security  Council  (Dewan  Pertahanan  dan 
Keamanan  Nasional/Wanhankamnas),  1993 
GBHN,  and  seminars  which  had  involved 

g 

GBHN:  Garis-garis  Besar  Hainan  Negara  or 
Guidelines  of  State  Policy. 

Republika,  October  9,  1997  and  Merdeka,  Octo- 
ber 11,  1997. 
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many  scholars  in  various  trains  of  thoughts 
as  well  as  from  the  National  Defence  Council 
(Lemhannas),  and  the  Armed  Forces. 

Another  proposal  from  Golkar  support- 
ed by  the  ABRI  and  UD  Factions  would  be 
to  keep  the  first  three  chapters  of  the  1993 
GBHN  concept  unchanged  given  the  fact  that 
these  parts  are  still  relevant  until  the  next 
period.  The  serious  debate  finally  concluded 
with  the  decision  to  accept  the  proposal  of 
Golkar.10  This  decision  reveals  that  the  PPP 
and  PDI  factions  in  the  People's  Consultat- 
ive Assembly  played  a  very  minimum  role. 

The  debate  in  the  PAH  I BP-MPR  centred 
on  Chapter  IV,  The  Seventh  Five-Year  De- 
velopment Program,  which  includes:  (a) 
General  Condition;  (b)  The  objectives  of  the 
Seventh  Five-Year  Development  Program; 
(c)  The  General  Objectives  of  the  Seventh 
Five-Year  Development  Program;  (d)  The 
Priorities  of  the  Seventh  Five-Year  Devel- 
opment Program;  (e)  The  Area  Goals  of  The 
Seventh  Five-Year  Development  Program; 
and  (f)  The  Policy  of  the  Seventh  Five-Year 
Development  Program  which  covers  the 
areas  of:  (1)  Economy;  (2)  People's  Welfare, 
Education  and  Culture;  (3)  Religions;  (4) 
Science  and  Technology;  (5)  Law;  (6)  Pol- 
itics, State  Apparatus,  Information,  and  Mass 
Media;  and  (7)  Defence  and  Security.1  Mean- 
while, Chapter  V  covers:  (a)  The  Implementa- 
tion of  National  Development;  and  (b)  The 
Implementation  of  the  Seventh  Five-Year 
Development  Program.  Finally,  Chapter  VI 
contains  the  conclusion.12 


Jakarta  Post  and  Kompas,  November  4,  1997. 

UBisnis  Indonesia  and  Republika,  November  8, 
1997. 

There  has  always  been  an  emphasis  on  the  im- 
portance of  national  spirit  and  the  commitment  to 


The  conclusion  includes  a  noteworthy 
proposal  by  the  Team  of  Presidential  Ad- 
visors on  the  Implementing  Guidance  of 
the  Practical  Comprehension  and  Implementa- 
tion of  Pancasila  (Tim  Penasihat  Presiden 
mengenai  Pelaksanaan  Pedoman  Pengha- 
yatan  dan  Pengamalan  Pancasilal?!).  The 
proposal,  which  includes  substances  of  the 
establishment  of  a  clean  authoritative  and 
government,  and  the  eradication  of  corrup- 
tion and  collusion,  was  considered  too  late 
to  be  discussed  by  the  PPP  and  PDI  fac- 
tions, while  the  Chairman  of  F-KP  of  BP- 
MPR,  Ginandjar  Kartasasmita,  considered  that 
the  proposal  could  still  be  discussed. 


The  Draft  of  Non-GBHN  Decree 

The  Ad-Hoc  Committee  II  of  the  BP-MPR 
which  was  chaired  by  General  Wiranto  fo- 
cused on  formulating  the  standard  decree 
draft  (rantap  baku),  alterations  of  the  decree 
draft  (rantap  perubahari),  and  new  decree 

14 

draft  (rantap  baru).  These  three  decree  drafts 
can  be  grouped  as  follows: 


give  the  best  for  the  country,  however,  in  practice 
F-KP,  F-ABRI,  and  F-UD  have  always  dominated  the 
PAH  I  and  PAH  II  discussion.  The  inadequacy  of  hu- 
man capital  within  the  minority  parties  —  F-PP  and 
F-PDI  —  reflects  the  unbalanced  synergy  of  the  MPR 
Assembly's  Working  Committee. 

13 *  Kompas,  November  17,  1997. 

MThe  standard  decree  draft  contains:  the  draft  of 
GBHN  decree,  the  draft  of  President's  Accountability 
decree,  the  draft  of  President's  Appointment  decree, 
the  draft  of  Vice  President's  appointment  decree,  the 
draft  of  MPR  Regulation-  decree.  The  alterations  of 
decree  draft  includes  the  changes  of  decrees  which 
had  been  passed  before,  and  the  new  decree  draft 
contains  new  decrees. 
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The  Decree  Draft/The  Standard  Decree 
Draft  contains: 

1.  The  Draft  of  the  Schedule  of  the  General 
Session  of  the  People's  Consultative  As- 
sembly (March  1998). 

2.  The  Draft  of  the  GBHN  Decree. 

3.  The  Draft  of  the  President's  Account- 
ability Decree. 

4.  The  Draft  of  the  Presidential  Appointment. 

5 .  The  Draft  of  the  Vice  Presidential  Appoint- 
ment. 

The  Alterations  of  the  Decree  Draft 
includes: 

1.  MPR  Decree  No.3/1978  on  the  Relation- 
ship and  System  between  the  Highest 
State  Institution  and  or  with  the  High 
State  Institutions. 

2.  MPR  Decree  No.3/1988  on  the  General 
Election. 

3.  MPR  decree  No.  1/1983,  MPR  Decree  No. 
1/1993  on  MPR  Regulation  of  Orders. 

The  New  Decree  Draft  includes: 

1 .  The  Draft  of  the  Human  Rights  Decree. 

2.  The  Draft  of  the  Pancasila  Democracy 
Decree. 

3.  The  Draft  of  the  Economic  Democracy 
Decree. 

4.  The  Draft  of  a  Clean  and  Authoritative 
Government  Decree. 

5.  The  Draft  of  the  Socio-Political  Organisa- 
tions Structure  and  Finance  Decree. 

6.  The  Draft  of  the  President's  Delegation  of 
Power  and  Authority  Decree. 

The  Draft  of  President's  Delegation  of 
Power  and  Authority  Decree  attracts  a  great 
deal  of  public  attention  and  opinion.  The 
draft  began  with  President  Soeharto's  state- 
ment to  re-pass  the  decree  and  it  is  now 


formally  proposed  by  F-KP  and  F-UD  with 
the  support  of  F-ABRI. 

The  chairman  of  F-KP  in  the  MPR,  Gi- 
nandjar  Kartasasmita,  held  that  the  -main 
reason  of  the  proposal  of  the  draft  was  a 
symbol  of  trust  to  the  president  to  secure 
the  national  development  process  and  that 
there  was  no  reason  to  worry  about  the  mis- 
implementation  of  the  decree  by  the  pres- 
ident. The  proposal  of  the  draft  is  actual- 
ly an  effort  to  anticipate  any  social  conflicts 
which  might  occur  as  they  did  during  the 
campaign  periods  in  several  regions  of  the 
country.  The  draft  will  provide  a  constitu- 
tional instrument  for  the  President  against 
any  movement  that  may  endanger  national 
security  and  unity,  national  development,  as 
well  as  Pancasila  and  1945  Constitution. 

Moreover,  the  spokesman  of  F-KP  in  PAH 
II  BP-MPR,  Tono  Hartono,  emphasised  the 
importance  and  urgency  of  alertness  of  any 
possibility  which  might  disrupt  the  con- 
tinuity of  the  national  development  pro- 
gram. Therefore,  the  nation  needs  a  guar- 
antee and  assurance  to  increase  its  perform- 
ance through  six  five-year  development  pro- 
grams. The  draft  can  also  be  used  to  main- 
tain national  defence,  strengthen  national 
integration  in  the  era  of  globalisation  which 
may  disrupt  national  values  which  are  not 
suitable  to  the  people. 

Although  the  committee  has  gone  through 
quite  a  numbers  of  debates,  the  draft  was 
finally  approved  to  be  the  new  MPR  decree. 
However,  the  draft  could  not  avoid  a  great 
deal  of  doubts  among  society.  There  are  two 
major  reasons  for  such  doubts  against  the 


l5Tiras,  November  10,  1997. 

6Suara  Pembaruan,  November  25,  1997. 
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decree.  First,  the  draft  may  give  an  impres- 
sion that  the  president  is  not  only  the  man- 
datary of  MPR,  but  is  also  a  manifestation 
of  MPR  itself.  With  such  a  decree,  the  pres- 
ident would  likely  absorb  the  authority  of 
MPR.  Second,  the  decree  would  allow  re- 
pressive actions  to  be  taken  against  any 
political  upheaval  with  a  number  of  social 
unrest.  However,  the  social  unrest  itself 
could  actually  be  triggered  by  deeper  fac- 
tors such  as  weak  law  enforcement,  increas- 
ed unemployment  and  increased  price  of 
primary  needs. 

The  Ad-Hoc  Committee  II  has  also  wit- 
nessed a  lively  debate  among  its  members 
on  the  draft  of  the  general  elections  decree. 
The  minority  fractions  —  F-PP  and  F-PDI  — 
proposed  some  substantial  changes  of  the 
draft,  which  were  related  to  the  implementa- 
tion of  fair  general  elections  based  on  the 
direct,  general,  free  and  confidential  prin- 
ciples and  related  to  the  issue  Of  the  organ- 
ising the  elections,  as  well  as  an  issue  related 
to  improving  the  quality  and  monitoring  of 
the  general  elections. 

The  proposals  of  these  factions  were 
rejected  by  the  F-KP,  F-ABRI  and  F-UD,  who 
claimed  that  the  old  draft  of  general  elec- 
tions was  still  relevant  and  there  was  no 

17 

need  for  substantial  changes.  They  also  re- 
jected the  substantial  changes  proposed  by 
F-PDI  concerning  the  MPR's  Decree  No.  3/ 


Suara  Pembaruan,  November  18,  1997. 


1978  on  the  relationship  and  system  be- 
tween the  highest  state  institution  and/or 
with  the  high  state  institutions,  in  which 
F-PDI  proposed  the  judicial  review  authority 
be  given  fully  to  the  Supreme  Court. 

The  last  rejected  substantial  change  of 
the  draft  proposed  by  F-DI  was  the  draft  of 
Pancasila  democracy  decree.  The  chairman 
of  Ad-Hoc  Committee  II,  General  Wiranto, 
argued  that  the  proposal  is  not  suitable  to 
the  value  of  Pancasila  democracy  itself. 

Conclusion 

The  discourse  on  succession  shows  the 
aspiration  among  society  of  the  necessity 
for  a  national  leadership  succession.  This 
aspiration  was  actually  responded  positive- 
ly by  President  Soeharto  who  asserted  that 
if  the  people  wanted  him  to  step  down,  he 
would  constitutionally  do  so.  It  all  now 
depends  on  the  people  on  how  to  respond 
and  manage  through  constructive  national 
dialogs  so  that  the  issue  could  be  constitu- 
tionally and  democratically  handled. 

Meanwhile,  the  General  Session  of  the 
People's  Consultative  Assembly  would  not 
witness  any  change  in  Indonesian  political 
system.  The  experience  of  the  Assembly's 
Working  Committee  has  shown  how  solid 
the  power  of  the  proponents  of  status  quo 
is,  compared  to  the  group  who  desires  a  re- 
form. The  major  challenge  of  proponents  of 
forthcoming  General  Session  would  be  how 
to  accommodate  the  people's  aspiration. 


The  Future  of  ASEAN* 


Mart  Pangestu 


Introduction 

THE  Association   of  Southeast 
Asian  Nations  (ASEAN)  was  30 
years  old  this  August.  In  the  last 
30  years  the  progress  of  ASEAN  as  a  re- 
gional entity  has  been  slow  and  gradual, 
based  on  an  informal  and  collective  ap- 
proach and  upon  consensus  rather  than 
legally  enforceable  agreements.  The  focus 
of  ASEAN  cooperation  for  most  of  the 
last  30  years  has  been  to  ensure  peace  and 
stability  in  the  region,  and  in  this  regard 
there  has  been  remarkable  achievements. 
The  amazing  fact  of  course  is  that  despite 
skirmishes  and  tensions  with  regard  to 
certain  border  and  territorial  issues,  there 
has  not  been  war  or  serious  conflict  across 
the  seas  between  the  ASEAN  members. 

The  increased  emphasis  and  political 
will  to  realise  economic  cooperation,  with 
the  objective  of  enhancing  the  competitive- 
ness of  the  ASEAN  economics  and  region, 
has  only  occurred  in  the  last  five  years  and 
must  be  seen  in  the  context  of  global  changes 
and  challenges. 


Paper  presented  at  the  seminar  to  commem- 
orate the  30th  anniversary  of  ASEAN  in  Jakarta,  on 
4  September  1997. 


The  last  30  years  of  its  development  has 
seen  a  region  of  political  stability  and  amity 
develop,  and  in  more  recent  times  economic 
prosperity  through  timely  policy  changes 
and  god  initial  conditions.  As  it  approaches 
its  30th  birthday,  ASEAN  is  being  serious- 
ly challenged  by  a  threat  to  its  unity  and 
to  the  sustainability  of  its  booming  growth. 

What  does  the  future  have  in  store  for 
ASEAN?  There  are  various  challenges  facing 
ASEAN  in  future.  The  first  is  how  to  achieve 
the  wishes  of  the  founding  fathers  of 
ASEAN  of  one  Southeast  Asia.  The  issue 
of  security  and  peace  continues  to  haunt 
us,  especially  in  the  light  of  recent  events 
in  Cambodia.  The  basic  principle  of  non  in- 
terference in  the  domestic  affairs  of  other 
nations  of  ASEAN  members  is  being  se- 
riously challenged.  The  prevailing  view  in 
the  wake  of  the  Cambodian  conflict,  is  to 
adopt  a  pragmatic  interpretation  of  this 
principle.  Involvement  or  engagement  -  as 
opposed  to  interference  ~  is  justified  in 
situation  that  arise  domestically  but  could 
have  destabilising  effects  on  regional  se- 
curity. The  more  pragmatic  approach  is  still 
the  "ASEAN  way"  of  first  through  private 
consultations  and  deliberations  (i.e.  pre- 
ventive diplomacy),  and  then  constructive 
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involvement  or  engagement  [Anwar  Ibrahim 
(1997)  and  Jusuf  Wanandi  (1997)].  Public  dec- 
larations is  only  as  the  last  resort  if  the  situ- 
ation worsens. 

While  we  should  not  lose  sight  of  this 
important  issue,  this  paper  focuses  mainly 
on  the  economic  aspects  of  the  future  of 
ASEAN.  The  economic  sustainability  of  the 
dynamic  and  high  growth  of  the  ASEAN 
region,  as  well  as  the  other  East  Asian  eco- 
nomies, have  been  increasingly  question- 
ed in  the  last  two  years  in  the  wake  of  de- 
clining growth  in  exports,  decline  in  com- 
petitiveness, and  more  recently  the  currency 
crises  affecting  some  of  the  members  of  the 
region. 

At  the  same  time  the  forces  of  global- 
isation and  regionalisation  continue  to  im- 
pose challenges  on  the  ASEAN  economies. 
Globalisation  will  continue  because  of  tech- 
nological changes  and  the  universal  trend 
of  liberalisation.  In  Southeast  Asia  unilat- 
eral liberalisation  has  to  date  moved  along 
in  tandem  with  regional  and  multilateral 
commitments.  The  ASEAN  countries  are 
members  of  the  ASEAN  Free  Trade  Area,  as 
well  as  being  members  of  the  Asia  Pacific 
Regional  Economic  Cooperation  (APEC).  The 
major  issue  in  this  regard  relates  first  of 
all  to  the  future  of  progress  on  the  unilat- 
eral liberalisation  front,  and  related  to  the 
role  of  regional  and  wider  cooperation  to 
push  this  process  or  in  fact  add  value  to 
this  process  to  achieve  free  trade  and  in- 
vestment in  the  region. 

This  paper  attempts  to  analyse  the  ma- 
jor issues  faced  by  the  ASEAN  member 
economies  and  ASEAN  regional  economic 
cooperation  in  the  setting  of  globalisation 
and  regionalisation,  and  increased  competi- 


tion and  liberalisation  in  the  post  Cold  War 
environment.  The  important  analysis  is  not 
necessarily  with  regard  to  concrete  actions 
and  agreements,  but  puts  a  lot  of  import- 
ance and  emphasis  on  the  process.  This 
is  less  easy  to  measure  and  the  results  are 
intangible,  but  yet  it  makes  a  crucial  differ- 
ence in  the  ASEAN  region. 

Future  of  the  Economy  of  ASEAN 
Members 

Economic  Growth  and  Structural 
Change  in  the  Last  Decade 

The  ASEAN-6  member  economies  —  Bru- 
nei, Indonesia,  Malaysia,  Philippines,  Singa- 
pore and  Thailand  -  already  comprise  a  di- 
verse group.  The  addition  of  Vietnam  in  1995 
and  Myanmar  and  Laos  in  1997,  and  the 
possibility  of  Cambodia  at  a  later  stage,  will 
add  to  this  diversity.  At  one  extreme  in  1995 
we  have  the  city  state  of  Singapore  with 
per  capita  income  of  $26,730;  in  the  middle 
we  have  Malaysia  at  $3,980  and  Indonesia 
at  $980;  and  at  the  other  extreme  we  have 
Vietnam  at  $240.  The  per  capita  incomes  for 
Laos  and  Cambodia  are  $350  and  $270  re- 
spectively in  1995.  The  members  also  differ 
in  population  size.  Singapore  is  a  city  state 
with  a  population  of  3  million  and  Indone- 
sia is  the  fourth  most  populous  country 
in  the  world  with  a  population  of  200  mil- 
lion in  1996.  The  other  countries  lie  in  be- 
tween with  the  relatively  large  populations 
of  Philippines,  Thailand,  Vietnam  and  Myan- 
mar, and  the  smaller  population  of  Cambo- 
dia, Laos,  and  Malaysia  (Table  1). 

All  the  member  economies  have  experi- 
enced substantial  changes  in  the  last  de- 
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cade.  In  the  1985-1995  period  the  ASEAN-6 
showed  a  great  deal  of  resilience  and  dy- 
namism by  making  the  necessary  adjust- 
ments to  emerge  out  of  adverse  external  cir- 
cumstances and  economic  recession  of  the 
mid  1980s  to  enjoy  a  sustained  period  of 
high  growth.  They  have  now  become  part 
of  the  East  Asian  Miracle  story  and  has 
made  the  Southeast  Asian  region  part  of 
the  rapidly  growing  economies  in  the  de- 
veloping world  with  rapid  growth  rates  of 
above  six  per  cent  in  the  1985-1995  period 
(except  the  Philippines).  However,  Philip- 
pine growth  has  been  on  an  upward  trend 
in  the  last  few  years. 

The  ASEAN-4  economies  have  succeed- 
ed, with  the  Philippines  coming  in  later,  by 
undertaking  the  right  outward  oriented  and 
market  oriented  deregulation  and  opening 
up  of  their  economies  mainly  in  trade  and 
investment.  Some  economies  such  as  Indo- 
nesia also  liberalised  their  financial  sector. 
The  combination  of  policies  are  the  familiar 
ones  of  reducing  non-tariff  barriers,  reducing 
and  rationalisation  of  tariffs,  reducing  sec- 
toral and  ownership  restrictions  on  foreign 
investment,  reducing  red  tape  and  bureau- 
cratic hurdles,  and  privatisation.  The  improve- 
ment in  investment  climate  and  market  ac- 
cess occurred  at  the  same  time  as  outward 
investments  increased  from  Japan  and  the 
East  Asian  Newly  Industrialised  Economies. 
This  led  to  an  investment  and  related  trade 
boom.  All  the  ASEAN  member  economies 
including  Vietnam,  have  experienced  high 
growth  of  investment  inflows.  In  the  1992- 
1996  period,  China  overwhelmingly  account- 
ed for  more  than  half  and  in  some  years 
two  thirds  of  the  direct  investment  inflows  to 
the  Asia  Pacific  region.  However,  the  ASEAN 
economies  all  experienced  an  increase  in 
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direct  foreign  investment  with  doubling  and 
tripling  of  inflows  in  the  case  of  Indonesia, 
Philippines  and  Vietnam. 

Thus  in  the  early  1990s  when  the  in- 
dustrialised economies  experienced  a  down- 
turn, these  economies  were  able  to  continue 
to  grow  because  of  increased  East  Asian 
trade.  The  pattern  is  different  from  intra 
European  trade  however,  since  the  growth 
has  been  spurred  by  an  outward  oriented 
policy  so  that  increased  sourcing  occurs 
within  the  region  linked  to  investment,  and 
at  the  same  time  there  is  increased  imports 
and  exports  with  the  rest  of  the  world.  Even 
with  the  slowdown  in  the  Japanese  eco- 
nomy, its  imports  continued  to  grown  be- 
cause of  appreciation  of  the  yen  and  struc- 
tural changes  it  was  undergoing  (Asia  Pa- 
cific Economic  Group,  1997). 

As  a  result- the  ASEAN  members  have 
experienced  structural  change  and  changing 
comparative  advantage.  Most  still  enjoy  com- 
parative advantage  in  labour  intensive  ex- 
ports and  are  competing  with  China  in  the 
world  markets.  However,  changes  are  in  sight. 
Singapore  has  moved  on  to  higher  tech- 
nology and  skill  level  industries  as  well  as 
services.  Malaysia  and  Thailand  have  both 
felt  the  decline  in  competitiveness  due  to 
rising  real  labour  costs,  and  have  already  to 
evaluate  the  upgrading  of  skills  and  tech- 
nological capability  to  move  away  from 
their  comparative  advantage  in  unskilled 
labour  intensive  products.  Indonesia  and 
the  Philippines  still  have  comparative  ad- 
vantage in  unskilled  labour  intensive  prod- 
ucts such  as  textiles,  clothing,  but  will 
also  have  to  upgrade  to  higher  value  added 
products  in  the  near  future  with  rising  costs, 
productivity  issues,  and  intense  competition 
with  China  as  well  as  South  Asia. 
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In  recent  years  all  these  economies  also 
experienced  high  and  in  some  cases  unsus- 
tainable growth  with  inevitable  effects  on 
inflation  and  thus  competitiveness,  and  rising 
current  account  deficits.  All  the  ASEAN  mem- 
bers growth  peaked  in  1994-1995  except  the 
Philippines.  Growth  peaked  in  1995  at  8.2 
per  cent  in  Indonesia,  9.5  per  cent  in  Malay- 
sia, 8.7  per  cent  in  Thailand  and  9.5  per  cent 
in  Vietnam.  With  the  exception  of  Thailand 
and  Vietnam,  growth  in  1997  of  these  eco- 
nomies is  expected  to  pick  up  slightly  com- 
pared with  1996.  Whereas  growth  peaked  in 
Singapore  at  10.2  per  cent  in  1994  and  has 
been  and  is  expected  to  decline  to  around 
7  per  cent  up  to  1997.  On  the  other  hand,  the 
growth  in  the  Philippines  economy  con- 
tinues to  pick  up  and  is  expected  to  peak  in 
1997  at  six  per  cent.  The  record  on  bringing 
down  inflation  or  maintaining  inflation  has 
also  been  relatively  good  in  these  economies 
from  the  overheating  period  in  1995,  but  cur- 
rent account  deficits  have  increased  in  ab- 
solute terms  as  well  as  a  percentage  of  GDP 
in  most  of  these  countries.  The  exception  is 
Singapore  which  runs  a  current  account  sur- 
plus amounting  to  14  per  cent  of  its  GDP 
in  1996. 

For  Indonesia,  Malaysia  and  the  Philip- 
pines, the  current  account  deficit  has  been 
relatively  manageable  given  growth  rates 
higher  than  percentage  of  current  account 
deficit  out  of  GDP,  healthy  reserves  and 
continued  inflows  of  capital.  The  trend  is  for 
increasing  deficit  in  Indonesia  and  Philip- 
pines, with  a  declining  trend  for  Malaysia. 
In  1996  the  current  account  deficit  reached 
slightly  below  four  per  cent  of  GDP  in  In- 
donesia at  a  time  when  growth  rate  was-  7.8 
per  cent;  6  per  cent  in  Malaysia  where  growth 
rate  in  that  year  was  8.2  per  cent;  slightly 


below  three  per  cent  in  the  Philippines  when 
growth  was  5.5  per  cent.  The  problem  cases 
are  Thailand  and  Vietnam  where  in  1996  the 
deficit  reached  8.4  per  cent  and  16  per  cent 
respectively  at  a  time  when  growth  was  6.8 
per  cent  and  9.8  per  cent. 

In  a  situation  of  high  growth  propelled 
by  exports  and  where  the  current  account 
deficits  were  financed  by  large  foreign  cap- 
ital inflows  that  flowed  back  to  the  region 
when  the  after  effects  of  the  Mexican  crisis 
dissipated,  confidence  in  these  economies 
continued.  However,  as  soon  as  the  tide 
turns,  even  economies  with  the  sound  fun- 
damentals can  experience  destabilising  cap- 
ital outflows. 

Recent  Events:  Slowdown  and  Cur- 
rency Crisis 

All  the  Southeast  Asian  economies,  as 
with  other  East  Asian  economies,  experi- 
enced a  slowdown  in  growth  in  1996.  There 
are  several  explanatory  factors  behind  this 
down  turn:  the  easing  in  Japan's  import 
growth  combined  with  slowdown  in  im- 
ports from  other  developed  countries;  the 
weakening  of  the  yen  against  the  US  dollar 
in  1996  led  to  the  decline  in  competitiveness 
for  most  of  the  Asia  Pacific  economies,  in- 
cluding the  ASEAN  economies  since  they 
linked  their  currencies  to  the  US  dollar;  and 
the  slump  in  electronics  which  affected  es- 
pecially Singapore  and  Malaysia.  Currency 
movements  led  to  the  appreciation  of  the 
real  exchange  rate  which  contributed  great- 
ly to  the  loss  of  competitiveness  of  exports 
for  most  of  the  economies  in  the  region. 

The  ASEAN  countries  have  experienced 
appreciation  of  the  real  exchange  rate  due 
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to  pegging  to  the  US  dollar  or  to  a  basket 
of  currencies  with  a  dominant  US  dollar 
weight.  In  Thailand  the  baht  is  pegged  to 
a  basket  with  a  high  US  dollar  component 
and  in  Indonesia  despite  a  more  flexible  ex- 
change rate  policy  in  recent  years,  the  ru- 
piah  is  depreciated  a  pre-announced  rate  of 
3-5  per  cent  against  the  US  dollar.  Thus,  these 
currencies-  appreciated  against  the  yen  in 
1996  with  the  Thai  baht  appreciating  relative 
to  yen  at  around  12  per  cent. 

The  slowdown  worsened  the  current  ac- 
count deficit  and  had  the  most  impact,  in- 
cluding the  downfall  of  the  government  in 
Thailand.  The  positive  contagion  effect  of 
reforms  in  the  region,  has  recently  had  a 
negative  contagion  effect  from  the  fall  out 
in  Thailand  affecting  the  currency  in  the 
other  ASEAN  economies,  even  Singapore. 
Not  surprisingly,  the  country  with  the 
weakest  fundamentals,  Thailand  was  the 
one  hit  first  and  was  forced  to  devalue  by 
15  per  cent  in  recent  weeks.  This  was  follow- 
ed by  the  Philippines  where  the  peso  was 
devalued  and  depreciated  by  12  per  cent. 
Even  Malaysia  and  Singapore  were  affected 
and  experienced  a  depreciation  of  their  cur- 
rencies. Indonesia  anticipated  the  currency 
attack  by  widening  its  band  from  8  to  12 
per  cent  in  mid-July  and  the  rupiah  has 
been  under  attack  in  recent  weeks,  driving 
the  rupiah  up  to  the  upper  band  and  amount- 
ing to  a  five  per  cent  depreciation  just  in  the 
last  two  weeks.  The  rupiah  was  finally  float- 
ed in  mid-August  and  depreciated  sharply 
again  by  another  six  per  cent.  The  monetary 
authorities  subsequently  tightened  liquid- 
ity by  raising  interest  rates  and  tight  fiscal 
policy.  Overnight  interest  rates  jumped  to 
an  all  high  of  170  per  cent  and  has  fluctu- 


ated since  then;  at  the  moment  it  is  settling 
at  about  40  per  cent. 

The  Future  of  ASEAN  Economies 

There  are  many  uncertainties  with  regard 
to  the  short  term  outlook  of  the  ASEAN 
economies  given  the  present  currency  cri- 
sis and  the  aftermath.  The  governments  and 
businesses  in  the  ASEAN  economies  (as  well 
as  elsewhere  in  the  world)  have  are  enter- 
ing into  a  new  ball  game  of  managing  with 
more  flexible  (and  volatile)  exchange  rates. 
Market  expectations  and  confidence  have 
been  affected,  and    the  necessary  actions 
that  the  government  needs  to  take  are  in 
the  short  term  to  conduct  macro  economic 
stabilisation  without  choking  off  growth  ~ 
how  to  balance  gradual  easing  of  liquidity 
with  exchange  rate  volatility;  taking  steps 
to  solve  the  problems  in  the  financial  sec- 
tor with  a  clear  message  of  implementing 
soundness  and  prudential  criteria  and  not 
create  bail  outs;  and  the  needed  real  sector 
and  institutional  changes  that  will  signal 
that  these  governments  are  serious  to  move 
on  the  reforms  that  have  thus  far  been  dif- 
ficult because  of  vested  interests  or  polit- 
ical will.  The  latter  steps  are  crucial  for  re- 
storing confidence. 

There  has  also  been  a  steep  learning 
curve  for  the  private  sector  who  has  enjoy- 
ed cheap  and  abundant  capital  for  the  last 
few  years,  and  was  buoyed  into  a  predict- 
able exchange  rate  environment  so  that 
it  was  able  to  borrow  in  dollars  without 
hedging.  This  undervalued  the  cost  of  cap- 
ital and  led  to  less  than  prudent  and  pro- 
ductive investments,  including  in  the  prop- 
erty sector.  If  the  right  policy  steps  are 
taken,  then  this  could  be  a  blessing  in  dis- 
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guise  for  better  and  prudent  government 
policies,  as  well  as  business  and  the  finan- 
cial sector.  The  main  issue  in  all  these  coun- 
tries is  the  political  will  to  move  and  recog- 
nition of  the  extent  and  potential  extent  of 
the  crisis. 

Even  if  the  crisis  can  be  overcome,  there 
will  be  a  lot  of  painful  adjustments  as  mar- 
ginal and  smaller  companies  close  down,  un- 
employment increases,  and  demand  slackens, 
in  the  short  run.  As  a  result,  all  the  eco- 
nomies in  the  region  will  experience  a  slow 
down  in  growth  this  year  and  which  will 
continue  into  next  year.  The  exceptions  are 
Thailand  and  Vietnam,  which  will  be  in 
worse  shape  and  can  in  fact  experience  neg- 
ative growth. 

In  the  medium  term,  the  ASEAN  eco- 
nomies will  follow  different  paths.  Singa- 
pore's growth  is  expected  to  slow  down 
due  to  convergence,  while  robust  growth 
can  still  be  expected  with  the  other  ASEAN 
members  and  with  the  transition  economies 
growing  rapidly  once  the  policy  and  insti- 
tutional changes  can  be  made.  The  main 
challenge  faced  by  all  the  ASEAN  member 
economies  is  how  to  increase  productivity. 

The  medium  term  challenges  that  face 
the  ASEAN  members  can  be  summarised  as: 

•  Increasing  productivity  means  address- 
ing education  and  training  issues  to  up- 
grade the  labour  force  and  technological 
capability; 

•  Demographies:  aging  of  population  and 
labour  force; 

•  Urbanisation:  rapid  rates  of  urbanisation 
which  will  lead  to  congestion,  unsustain- 


able cities,  environmental  degradation; 
how  to  anticipate  by  preparing  for  ade- 
quate urban  and  municipal  services,  im- 
proving the  local  and  city  government 
capacity,  transportation  and  infrastruc- 
ture issue; 

•  Environment:  rapid  growth  and  indus- 
trialisation will  have  damaging  and  irre- 
versible effects  on  the  locality  and  prob- 
ably growth.  Water  has  been  identified 
as  the  number  one  priority  issue  by  pol- 
icy makers  (AD,  1997). 

•  Poverty  and  distribution:  Economic  well 
being  has  improved,  but  the  problem  of 
poverty  in  terms  of  magnitude  and  the 
problems  of  the  near  poor  as  well  as  in- 
equities in  wealth  and  access  to  eco- 
nomic opportunities  are  still  a  burden 
for  further  sustainable  growth. 

•  Political  change  -  transition  to  more  de- 
mocratic systems  with  effects  on  policy 
direction. 

Whereas  for  the  transition  economies 
who  are  the  newer  ASEAN  members  the  me- 
dium term  challenges  are: 

•  Macroeconomic  policy:  conventional  wis- 
dom tells  us  that  stable  macroeconomic 
policy  comprising  of  conservative  mon- 
etary and  fiscal  policy,  flexible  exchange 
rates  are  the  pre-requisites  for  other  eco- 
nomic deregulation  to  take  place  without 
disruptive  effects. 

•  Deregulation,  reforms  and  privatisation 
given  limited  resources  and  political  con- 
flicts. 
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ASEAN  Internal  Economic  Co- 
operation and  Wider  Role 

The  Road  Well  Traveled:  Progress  to 
Date 

In  its  first  25  years  of  existence,  despite 
the  fact  that  Regional  Economic  Coopera- 
tion formed  part  of  the  plan  in  the  ori- 
ginal statement  of  ASEAN's  creation,  neg- 
ligible progress  was  achieved  through  the 
various  partial  schemes  that  existed.  In 
brief  the  Preferential  Trade  Arrangement 
(PTA)  agreement  that  provided  a  margin  of 
preference  on  the  tariffs  of  products  offer- 
ed by  countries  included  too  many  excep- 
tions to  render  it  ineffective.  The  famous 
snow  plough  story  comes  from  this  experi- 
ence. Other  than  the  PTA,  there  were  other 
regional  cooperation  schemes  such  as  the 
ASEAN  Industrial  Joint  Venture  (AUV) 
scheme,  ASEAN  Industrial  Projects,  ASEAN 
Industrial  Complementation  and  later  the 
Brand  to  Brand  Complementation  Schemes. 

These  schemes  worked  on  various  criteria 
to  give  preferential  tariffs  to  participants. 
However,  the  main  complaint  of  the  private 
sector  with  regard  to  these  schemes  was 
the  bureaucratic  difficulties  in  getting  ap- 
proval and  the  lack  of  support  from  the  par- 
ticipating members  who  felt  that  they  were 
not  benefiting  from  the  scheme  because 
production  and  investment  were  not  located 
in  their  economies.  In  other  words  national 
interest  prevailed  over  regional  interest. 

Earlier  analysis  and  criticism  of  ASEAN 
economic  cooperation  also  rested  on  the  ob- 
servations that  the  structure  of  the  ASEAN 
economies  was  too  competitive,  the  eco- 
nomies too  diverse,  the  market  size  too  small 
and  that  the  political  will  to  achieve  rediic- 
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tion  in  intra  ASEAN  barriers  was  not  strong 
enough.  The  small  size  and  the  also  led  to 
the  conclusion  by  various  studies  that  the 
trade  creation  and  trade  diversion  effects 
were  likely  to  be  small. 

After  many  years  of  slow  progress  in 
ASEAN  economic  cooperation,  the  ASEAN 
Free  Trade  Agreement  was  signed  at  the 
Fourth  ASEAN  Summit  in  1992.  Various 
reasons  have  been  put  forth  with  regard  to 
the  breakthrough  achieved:  in  the  post  cold 
war  period  the  strategic  glue  that  bound 
ASEAN  would  wane  and  needed  to  be  re- 
placed by  economic  cooperation;  uncertain- 
ties with  regard  to  the  successful  comple- 
tion of  the  Uruguay  Round  of  Negotiations; 
increased  competition  from  other  regional 
cooperation  such  as  the  North  American 
Free  Trade  Area  (NAFTA)  and  the  European 
Single  Market;  and  stronger  political  will 
mainly  be  due  to  the  change  in  direction  of 
Indonesian  economic  policy  from  a  protec- 
tionist to  a  more  open  economy. 

AFTA  originally  had  the  objective  of 
zero  to  five  per  cent  for  most  goods  (un- 
processed agriculture  goods  were  excluded) 
in  15  years.  The  preferential  tariff  on  the 
goods  submitted  by  countries  is  known 
as  the  Common  Preferential  Effective  Tariff 
(CEPT).  Unlike  the  comprehensive  NAFTA 
agreement  of  some  2000  pages,  AFTA  is 
only  a  15  page  agreement  with  the  major 
commitment  being  in  tariffs  and  removal 
of  quantitative  restrictions  within  five  years 
of  a  product  entering  the  CEPT  scheme. 
Products  enjoying  CEPT  will  have  to  meet 
the  40  per  cent  cumulative  ASEAN  content 
requirement. 1 


The  ratio  of  the  sum  of  imported  non  ASEAN 
materials,  parts  or  produce  and  value  of  undetermined 
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However,  the  progress  achieved  in  APEC 
and  the  subsequent  successful  completion 
of  the  Uruguay  Round  with  a  ten  year  trans- 
ition period,  led  to  various  improvements: 
acceleration  of  completion  from  15  to  10 
years  (i.e.  by  2003);  inclusion  of  all  goods 
including  unprocessed  agriculture  goods; 
clear  phasing  in  of  exclusions;  initial  moves 
to  go  beyond  traditional  cross  border  bar- 
riers with  the  Framework  on  Services, 
ASEAN  Free  Investment  Area,  and  cooper- 
ation in  Intellectual  Property  Rights;  and 
widening  of  members  to  include  Vietnam 
in  1995;  and  introduction  of  a  new  scheme 
called  ASEAN  Industrial  Cooperation 
(AICO)  to  facilitate  intra  regional  invest- 
ments and  regional  production  centres  that 
will  benefit  ASEAN  members.  Vietnam  join- 
ed ASEAN  in  July  1995  and  immediately 
participated  in  AFTA,  with  start  date  of  1 
January  1996  and  end  date  of  achieving  zero 
to  five  per  cent  by  1  January  2006. 

To  date  all  members,  including  Vietnam, 
have  submitted  their  tariff  reduction  sched- 
ule. From  the  current  tariff  reduction  sched- 
ules in  the  CEPT  scheme  about  87.8  per 
cent  of  the  total  tariff  lines  in  the  inclu- 
sion list  will  be  in  the  zero  to  five  per  cent 
category  and  account  for  $40.35  billion  or 
97.83  per  cent  of  total  intra  ASEAN  im- 
ports (ASEAN  Secretariat,  1996).  However, 
one  still  needs  to  study  it  by  sector  to  un- 
derstand whether  the  reduction  is  gradual, 
front  loading  (i.e.  rapid  reduction  at  the 
beginning)  or  back  loading  (i.e.  leave  most 
of  the  reduction  to  the  end).  In  most  cases 
it  is  either  gradual  or  back  loading.  It  is 
also  not  clear  whether  the  increase  in 


origin,  materials,  pats  or  produce  over  fob  price  of 
product  must  be  less  than  or  equal  to  60  per  cent. 


intra  ASEAN  trade  and  in  CEPT  products 
has  been  due  to  the  CEPT  scheme  or  be- 
cause of  other  factors  such  as  economic 
growth,  greater  market  access  due  to  uni- 
lateral liberalisation,  and  trade  driven  by 
regional  export  base  motivation  with  the 
global  market  as  the  target.  All  this  takes 
place  without  the  need  for  AFTA. 

There  is  also  less  than  meets  the  eye  or 
what  is  written  on  paper.  Despite  the  agree- 
ment to  include  unprocessed  agriculture 
products  in  1994,  Indonesian  pulled  out  15 
agriculture  products  as  being  on  the  sens- 
itive list  which  means  that  tariff  reduc- 
tion does  not  begin  until  2003,  with  the 
end  date  of  2010.  The  products  include  rice 
and  sugar  for  Indonesia,  and  sugar  for 
the  Philippines.  It  is  also  not  clear  what 
progres  on  reduction  on  quantitative  re- 
strictions has  been  achieved  and  how  com- 
prehensive the  definition  of  non  tariff  bar- 
riers adopted.  Furthermore,  the  various  new 
issues  that  have  been  addressed  such  as  in- 
vestment, services,  and  intellectual  property 
rights,  are  far  from  becoming  operational 
since  they  are  at  the  very  initial  stages  of 
formulation.  At  present,  it  is  difficult  to 
conceive,  for  instance,  the  realisation  of  an 
ASEAN  Investment  Area  that  goes  beyond 
joint  promotion  to  issues  such  as  harmon- 
isation  and  national  treatment  for  ASEAN 
investors.  Similar  difficulties  are  faced  in 
conceptualising  and  operationalising  ser- 
vices and  intellectual  property  rights,  de- 
spite the  fact  that  senior  officials  have  been 
tasked  to  come  up  with  a  framework  for  ser- 
vices by  next  year. 

However,  AFTA  has  had  a  very  import- 
ant indirect  and  synergistic  impact  on  uni- 
lateral liberalisation  or  liberalisation  under- 
taken by  member's  own  initiatives  and  given 
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multilateral  on  an  Most  Favoured  Nation 
(MFN)  basis.  Singapore  multilateralised  its 
AFTA  commitments  from  the  beginning. 
Both  Indonesia  and  the  Philippines  have 
adopted  unilateral  tariff  reduction  sched- 
ules which  follows  the  AFTA  timetable,  but 
still  gives  a  small  margin  of  preference  to 
ASEAN  members.  However,  there  is  a  sub 
set  of  products  for  both  countries  where 
the  CEPT  product  is  already  on  the  unilat- 
eral tariff  reduction  schedule  or  already  mul- 
tilateralised. Malaysia's  tariffs  are  already 
relatively  low  and  their  announced  tariff  re- 
duction schedules  announced  annually  in- 
clude CEPT  products.  The  issue  remains  how- 
ever for  the  second  tier  countries.  Thus,  the 
training  ground  idea  is  an  important  obser- 
vation to  bear  in  mind. 

From  the  Ground  Up:  Implications 
from  Case  Studies 

Recent  studies  on  the  impact  of  ASEAN 
Economic  Cooperation  and  AFTA  suggest 
that  for  cooperation  to  make  a  difference 
in  the  way  the  private  sector  would  think 
of  investment  and  international  trade  de- 
cisions in  a  regional  way  rather  than  by 
looking  at  each  ASEAN  member  separately, 
necessitates  the  deepening  and  widening  of 
ASEAN  economic  cooperation  to  cover  more 
areas  and  issues.  The  importance  of  AFTA 
also  varied  by  sector  and  by  firm,  making 
it  difficult  to  generalise.  Some  of  the  recur- 
rent themes  nevertheless,  can  be  summarised 
as  follows. 

First,  that  tariff  reduction  by  itself  is  not 
sufficient  to  ensure  that  goods  can  flow 
freely  between  members.  Thus,  there  is  a 
need  to  address  non  tariff  barriers,  and  es- 
pecially not  to  see  the  rise  in  non  tariff  bar- 


riers as  tariffs  fall.  For  many  products  non 
tariff  barriers  remain  the  most  important 
impediment.  This  would  include  the  tra- 
ditional non  tariff  barriers  such  as  quotas 
and  licenses,  but  also  "non  traditional  ones". 
Some  case  studies  reveal  that  the  use  of 
anti  dumping  has  been  used  to  counter  a 
product  entering  another  market  through 
CEPT.  The  ASEAN  Secretariat's  list  gives 
some  indication  with  regard  to  what  is 
considered  to  be  the  prevalent  non  tariff 
barriers  based  on  tariff  lines  affected:  cus- 
toms surcharges  (2,683),  technical  measures 
(568),  product  characteristic  requirements 
(407),  additional  charges  (126),  single  channel 
imports  (65),  state  trading  administration 
(10),  marketing  requirements  (3),  and  technical 
regulations  (3).  This  is  probably  an  under- 
estimate. 

Second,  there  was  a  mix  of  views  with 
regard  to  whether  companies  had  a  coun- 
try specific  rather  an  ASEAN  wide  strategy. 
Companies  which  are  export  oriented,  large 
Multinational  Corporations  (MNCs)  and  in 
sectors  where  division  of  labour  (say,  be- 
tween production  process  and  type),  such 
as  electronics,  and  economies  of  scale  are 
important,  are  likely  to-  have  an  ASEAN 
wide  strategy.  The  extent  to  which  there  is 
already  the  beginnings  of  regional  ASEAN 
production  networks  is  confined  to  certain 
sub  sectors  and  can  be  achieved  through 
the  extent  of  unilateral  liberalisation  that  has 
already  occurred.  Typically  all  the  economies 
allow  duty  free  imports  for  inputs  used  in 
export  production.  Thus  it  is  possible  to  al- 
ready use  ASEAN  as  a  production  base  for 
exports  to  non  ASEAN  markets  —  especially 
US  and  Europe,  and  increasingly  back  to 
countries  of  origin  of  the  investors  such  as 
Japan  and  Korea  ~  without  AFTA. 
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In  this  regard,  the  impediments  for  sell- 
ing in  the  domestic  market  are  not  just  at 
the  border,  but  relate  to  a  range  of  policies 
that  affect  real  access  to  the  domestic  mar- 
ket. One  important  impediment  is  restric- 
tions on  domestic  distribution  which  pre- 
vents utilising  regional  production  centres 
and  economies  of  scale  to  lead  to  rational- 
isation and  specialisation  of  production 
which  is  then  sold  to  all  markets  (i.e.  ASEAN 
and  export).  As  a  result  preliminary  find- 
ings whow  that  some  sectors  have  devel- 
oped in  a  dualistic  way  with  production 
for  exports  specialised  to  certain  product 
types  and  large  scale,  co-existing  with  pro- 
duction of  many  types  of  products  with 
inefficient  scale  of  production  targeted  for 
the  domestic  market. 

Third,  other  than  the  distribution  sector, 
it  goes  without  saying  that  efficient  trade  in 
goods  must  be  supported  by  an  equally  ef- 
ficient services  sector.  Thus,  the  opening  up 
of  the  services  sector  needs  to  be  addressed. 

Fourth,  there  is  some  preliminary  evid- 
ence that  the  issue  of  intellectual  Property 
Rights  (IPR)  has  also  become  important 
whereby  ASEAN  producers  which  have  been 
able  to  establish  their  own  brand  name  have 
been  unable  to  sell  to  other  ASEAN  markets 
because  their  brands  have  been  registered 
by  local  companies.  There  are  cases  in  the 
electronics  and  garment  companies  to  illus- 
trate these  problems. 

Future  of  ASEAN  Economic  Cooperation 

The  above  evaluation  of  AFTA  points 
to  the  conclusion  that  if  one  measures  the 
success  of  AFTA  based  on  tariff  reduction, 
the  target  of  zero  to  five  per  cent  for  most 


products  will  be  met  by  2003.  However,  for 
most  of  the  ASEAN  members  the  margin  of 
preference  is  not  high  as  their  unilateral  tar- 
iff reductions  will  bring  it  down  at  either 
the  same  or  only  slightly  higher  average 
rates.  In  this  sense  AFTA  meets  one  of  the 
loose  criterion  of  "open  regionalism",  that 
as  tariffs  fall  between  members,  it  is  also 
falling  for  non  members. 

The  successful  reduction  of  tariffs  of 
course  needs  to  be  qualified  for  sensitive 
sectors  such  as  agriculture  for  which  the 
tariffs  will  remain  relatively  high  by  2010. 
Under  the  minimun  exceptions  of  the  re- 
duction schedule,  even  the  sensitive  sector 
such  as  automotive.  However,  clearly  it  is 
the  non  tariff  barriers  and  other  domestic 
policy  that  matter  for  true  market  access. 

However,  if  the  aim  of  AFTA  is  to 
achieve  free  trade  in  the  ASEAN  region, 
then  AFTA  needs  to  be  widened  in  scope 
and  its  commitments  deepened.  That  is,  to 
respond  to  the  real  needs  of  private  sector 
for  reducing  barriers  and  impediments  on 
intra  regional  trade  and  investment,  and  in 
keeping  up  with  the  progress  and  process 
of  other  regional  cooperation.  AFTA  is  the 
exception  to  all  the  other  regional  cooper- 
ation exercises  already  signed  or  in  the  pro- 
cess ~  all  of  which  now: 

•  Encompass  more  than  tariffs  and  goods, 
and  include  services  sector; 

•  Cover  new  issues:  investment,  competi- 
tion policy,  IPR; 

•  Emphasise  facilitation  measures:  customs 
harmonisation  and  harmonisation  or  mu- 
tual recognition  on  standards. 

There  is  wide  agreement  that  AFTA  in 
its  existing  form  will  not  be  able  to  address 
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the  real  impediments  faced  by  the  private 
sector  and  not  be  the  means  to  achieve  a 
free  trade  area  in  the  region.  Thus  to  be 
meaningful  and  effective,  the  following  must 
be  incorporated  in  AFTA  to  realise  the  ob- 
jective of  a  free  trade  area  in  the  region: 

•  A  clear  reduction  schedules  of  non  tar- 
iff barriers; 

•  Addressing  the  peak  tariffs  and  non  tar- 
iff barriers  in  "sensitive"  sectors; 

•  Standstill  ~  no  new  protection  as  the  tra- 
ditional protection  barriers  such  as  tar- 
iffs and  quantitative  restrictions  fall,  in- 
cluding "new"  forms  of; 

•  Protection  such  as  anti  dumping; 

•  Facilitation  measures:  customs  harmonisa- 
tion,  harmonisation  and/or  mutual  recogni- 
tion of  standards,  transparency; 

•  Opening  up  of  services  sector; 

•  Cooperation  to  ensure  protection  and  im- 
plementation of  IPR; 

•  Cooperation  in  investment:  reducing  re- 
strictions, transparency,  national  treatment 
for  ASEAN  investors,  use  of  incentives. 

The  process  is  likely  to  be  evolutionary, 
and  can  be  slowed  down  realistically  by 
the  emergence  of  a  "two  tier"  ASEAN  due 
to  the  widening  of  membership  of  members 
who  are  still  at  the  beginning  of  their  de- 
velopment and  restructuring  process.  The 
addition  of  new  members  have  already 
strained  the  cohesion  of  ASEAN  and  its 
consensus  based  decision  making.  The  po- 
litical will  and  commitment  to  achieve  an 
AFTA  plus  in  the  short  term  is  also  not 
evident  as  yet  despite  statement  to  the  ef- 
fect by  Leaders  and  Ministers.  There  are  also 
the  issues  of  institutional  capacity  and  cap- 
ability to  organise  regional  collective  ac- 
tions such  as  the  role  of  the  ASEAN  Sec- 
retariat. 


The  conclusion  that  sceptics  reach  that 
therefore  AFTA  is  irrelevant  is  neverthe- 
less too  strong  a  conclusion.  The  main  bene- 
fits of  AFTA  and  the  existence  of  ASEAN 
is  more  to.  do  with  intangible  benefits 
which  at  the  end  of  the  day  contributes  to 
the  final  and  paramount  goal  of  unilateral 
liberalisation  that  make  these  economies 
efficient  and  competitive,  and  contributes 
collectively  to  the  global  agenda  for  an 
open  and  rules  base  trading  system.  It  can- 
not be  evaluated  by  looking  for  concrete 
and  comprehensive  agreements. 

AFTA's  relevance  lies  not  on  the  means 
to  achieve  free  trade  in  the  region,  but  on 
doing  with  synergistic  and  training  ground 
aspects.  The  fact  that  the  ASEAN  members 
had  to  submit  their  AFTA  commitments  ul- 
timately affected  their  own  unilateral  lib- 
eralisation program.  The  widening  to  new 
members  make  this  point  even  more  im- 
portant since  these  member  are  at  the  be- 
ginning of  their  transition  process.  The  fact 
that  they  have  to  prepare  tariff  schedules 
and  submit  them,  and  begin  to  face  the 
realistic  options  of  reducing  tariff  revenues 
as  a  source  of  government  revenue. 

The  lack  of  concrete  progress  in  AFTA 
should  also  not  lead  us  to  the  conclusion 
that  free  and  open  trade  and  investment  in 
the  region  will  be  an  empty  dream  for  the 
region.  Realisation  of  a  regional  production 
networks  and  markets  will  occur  faster  than 
the  progress  in  AFTA  due  to  the  opening 
up  of  each  of  the  ASEAN  members,  and  oc- 
curring due  to  what  has  been  commonly 
referred  in  the  East  Asian  region  ~  market 
driven  integration.  That  is,  as  barriers  come 
down  ~  including  those  that  really  close  off 
market  access,  companies  will  increasingly 
adopt  a  regional  approach  in  their  produc- 
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tion,  sourcing  and  marketing  based  on  basic 
economic  and  natural  factors:  market  size, 
economies  of  scale,  relative  resource  endow- 
ments and  technological  capabilities,  geo- 
graphical proximity,  and  the  enabling  tech- 
nology and  supporting  infrastructure  that 
reduces  intra  regional  transactions  costs. 

While  the  addition  of  the  new  mem- 
bers could  affect  the  progress  of  AFTA  as 
already  pointed  out,  successful  economic 
transition  of  the  new  members  whatever  the 
means  (including  the  hoped  for  contagion 
and  training  ground  effects  of  being  mem- 
bers of  ASEAN),  will  enhance  the  attractive- 
ness of  the  region.  This  is  because  of  po- 
tential growth  and  market,  as  well  as  in- 
creased complementarities  within  ASEAN 
which  could  enhance  the  regional  division 
of  labour  based  on  comparative  advantage. 
Singapore,  Malaysia  and  Thailand  are  al- 
ready investing  in  these  countries  with  re- 
location to  lower  cost  bases,  and  particip- 
ating in  the  general  growth  and  restructur- 
ing of  these  economies. 

A  final  point  to  be  made  with  regard 
to  the  future  of  ASEAN  economic  cooper- 
ation is  with  regard  to  cooperation  in  deal- 
ing with  external  relations.  ASEAN  cooper- 
ation has  been  more  successful  in  this  area 
and  should  continue  to  be  important.  After 
all  much  of  the  growth  of  the  region  in 
the  last  decade  has  been  underpinned  by 
relatively  open  world  markets  and  it  is  there- 
fore, of  utmost  importance  that  ASEAN  co- 
operation to  be  effective  in  wider  agendas 
to  achieve  this  aim  such  as  in  the  WTO  and 
APEC.  The  ASEAN  caucus  can  be  especial- 
ly effective  in  cases  of  common  interest. 
For  instance,  in  the  case  of  the  WTO,  some 
of  the  issues  that  ASEAN  can  and  should 


pursue  are  realisation  of  the  removal  of 
MFA,  textile  quotas,  discipline  in  the  use  of 
anti  dumping  and  rules  of  origin,  and  par- 
ticipate in  discussions  on  the  new  issues 
proactively  to  ensure  that  their  interests 
are  represented.  In  APEC,  in  fact  the  ASEAN 
caucus  can  be  very  effective,  although  it 
has  not  functioned  in  this  way  at  all. 

A  final  related  point  is  the  strains  of 
new  members  on  ASEAN 's  external  rela- 
tions with  the  rest  of  the  world  as  evident 
in  the  pressures  put  to  bear  on  ASEAN  with 
the  joining  of  Myanmar.  However,  the  of- 
ficial view  and  ASEAN  view  is  still  that  of 
constructive  engagement  in  the  economic 
sphere  -  it  is  the  basis  of  the  training  ground 
idea  that  being  part  of  ASEAN  will  pro- 
vide a  framework  for  increasing  positive  in- 
fluence on  Myanmar  from  within  rather  than 
from  outside. 


REFERENCES 

ASEAN  Secretariat.  1996.  AFTA  Reader  I-IV.  Ja- 
karta: ASEAN  Secretariat,  1993-1996. 

Department  of  Foreign  Affairs  and  Trade,  East 
Asian  Analytical  Unit.  1994.  ASEAN  Free 
■Trade  Area:  Trading  Bloc  or  Building  Block! 
Canberra:  Australian  Government  Publishing 
Service. 

Ibrahim,  Anwar.  1997.  Crisis  Prevention,  Newsweek, 
July  21. 

Asia  Pacific  Economics  Group,  Australian  Na- 
tional University.  1997.  Asia  Pacific  Profiles. 
Canberra:  Australian  National  University. 

Wanandi,  Jusuf.  1997.  A  Lesson  for  ASEAN.  Far 
Eastern  Economic  Review,  July  24. 

UNDP-ASEAN  Secretariat.  .  ASP-5.  Study  on 

ASEAN  Industrial  Competitiveness  (work  in 
progress);  DFAT  (1994)  and  Economist  In- 
telligence Unit  (1996). 


374 


THE  INDONESIAN  QUARTERLY,  XXV/4 


APPENDICES 


CD  ASEAN  members 

P"H  About  to  join  ' 

l-  >v|  Application  on 
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Pacific 
Ocean 


Population    GDP  per  head 


Indonesia 

196.9 

 —    t  ■* 

1,150 

Vietnam 

75.5 

31 1 

Philippines 

69.8 

1,200 

Thailand 

61.3 

2,980 

Malaysia 

20.6 

4,260 

Singapore 

3.0 

30,860 

Brunei 

0.3 

16,427 

Myanmar 

45.6 
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4.9 
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292 

SourtejEllj     •Ertlm.te  U«  ir-rtet  exchange  rate 


Table  1 


Northeast  Asia 

China 
Korea 
Taiwan** 
Hong  Kong 
Subtotal 

Southeast  Asia 

Brunei 

Indonesia 

Malaysia 

Philippines 

Singapore 

Thailand 

Subtotal 

Indochina+ 

Cambodia 
Laos 

Myanmar 
Vietnam 
Subtotal 
ASEAN  JO 


EAST  ASIA  AND  ASEAN:  BASIC  ECONOMIC  INDICATORS 
Population 
1995 


Per  Capita  Income 
1995 


Per  Capita  Income 
PPP*,  1995 


1,200.2 
44.9 
21.3 
6.2 

1,272.6 


193.3 
20.1 
68.6 
3.0 
58.2 

343.2 

10.0 
4.9 
45.1 
73.5 
133.5 
476.7 


620.0 
9,700.0 
12,439.0 
22,990.0 


980.0 
3,890.0 
1,050.0 
26,730.0 
2,740.0 


270.0 
350.0 
n.a. 
240.0 


2,920.0 
11,450.0 
n.a. 
22,950.0 


3,800.0 
9,020.0 
2,850.0 
22,770.0 
7,540.0 


n.a. 
n.a. 
n.a. 
n.a. 


Growth  Rate 
1985-1995 


8.3 
7.7 
9.0 
4.8 


6.0 
5.7 
1.5 
6.2 
8.4 


n.a. 
2.7 
n.a. 
n.a. 


Inflation  Rate 
1985-1995 


9.3 
6.7 
4.0 
8.7 


8.8 
3.3 
9.8 
3.9 
5.0 


n.a. 
22.6 

n.a. 
88.3 
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Table  2 


EAST  AND  SOUTHEAST  ASIA;  EDUCATION  INDICATORS 


Primary 
Female 

1980  1993 


Male 
1980 


1993 


Secondary 
Female 

1980  1993 


Male 
1980 


1993 


Tertiary 

1980  1993 


Northeast  Asia 

China 
Korea 
Hong  Kong 

Southeast  Asia 

Indonesia 

Malaysia 

Philippines 

Singapore 

Thailand 

Indochina+ 

Cambodia 
Laos 

Myanmar 
Vietnam 

Average  upper 
middle  income 


103 

116 

121 

120 

37 

51 

54 

60 

1 

4 

111 

102 

109 

100 

74 

92 

82 

93 

15 

48 

106 

n.a. 

107 

n.a. 

65 

n.a. 

63 

n.a. 

10 

21 

100 

112 

115 

116 

23 

39 

35 

48 

n.a. 

10 

92 

93 

93 

93 

46 

61 

50 

56 

4 

n.a. 

112 

n.a. 

113 

n.a. 

69 

n.a. 

61 

n.a. 

24 

26 

106 

n.a. 

109 

n.a. 

59 

n.a. 

56 

n.a. 

8 

n.a. 

97 

97 

100 

98 

28 

37 

30 

38 

13 

19 

n.a. 

46 

n.a. 

48 

n.a. 

n.a. 

n.a. 

n.a. 

n.a. 

n.a. 

104 

92 

123 

123 

16 

19 

25 

31 

0 

2 

n.a. 

59 

n.a. 

17 

n.a. 

n.a. 

n.a. 

n.a. 

ita. 

n.a. 

106 

n.a. 

Ill 

n  a. 

40 

n.a. 

44 

n.a. 

2 

2 

103 

n.a. 

106 

n.a. 

43 

n.a. 

43 

n.a. 

13 

16 

Source:  World  Bank,  World  Development  Report,  1997. 
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EAST  ASIA  AND  ASEAN:  QUALITY  OF  LIFE  INDICATORS 


Population 
Growth  Rate 
1990-1995 


Life  Expectancy 
at  birth,  1995 
No.  Years 


%  people  living 
on  <$1  a  day 
PPP*,  1995 


Adult  Illiteracy 

(%) 
1995 


Northeast  Asia 

China 

1.1 

69.0 

29.4 

19.0 

Korea 

0.9 

72.0 

<5 

Hong  Kong 

1.6 

79.0 

8.0 

Southeast  Asia 

Indonesia 

1.6 

64.0 

14.5 

16.0 

Malaysia 

2.4 

71.0 

5.6 

17.0 

Philippines 

2.2 

66.0 

27.5 

5.0 

Singapore 

2.0 

76.0 

9.0 

Thailand 

0.9 

69.0 

0.1 

6.0 

Indochina+ 

Cambodia 

2.8 

53.0 

35.0 

Laos 

Myanmar 

3.0 
n.a. 

52.0 
59.0 

43.0 
17.0 

Vietnam 

2.1 

68.0 

6.0 

Average  upper 

1.7 

middle  income 

*PPP  =  Purchasing  Power  Parity. 

Source:  World  Bank,  World  Development  Report,  1997. 


376 


THE  INDONESIAN  QUARTERLY,  XXV/4 


Figure  1 


EAST  ASIAN  EXPORT  GROWTH 
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Source:  Asia  Pacific  Profiles  1997. 
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For  Thailand's  export  growth  to  be  sustained,  in  spite  of  the  increase  in  real  wages 
the  skill  base  of  the  work  force  must  be  upgraded.  The  performance  to  date  of  Thailand's 
education  sector  raises  concern  as  to  whether  this  crucial  task  is  being  accomplished. 


Source:  Asia  Pacific  Profiles  1997. 


Table  4 

 AVERAGE  MONTHLY  MANUFACTURING  WAGES,  1995 

Semiskilled  Worker 

USS  

270-450 
183-300 
190-230 
1,748 
160-1,600 
250-500 
120-180 


Indonesia 
Malaysia 
Philippines 
Singapore 
Thailand 
Vietnam 
China 


Source:  Colliers  J ardine. 
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Figure  7 


WORKERS  ON  THE  MOVE 
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Foreign  workers  in  the 
labour  force  (mid-1990s) 


Hong         Japan  Korea        Taiwan      Singapore      Malaysia  Thailand 

Kong 


Source:  Asia  Pacific  Profiles  1997. 


Table  5 


CEPT  TARIFF  REDUCTION  FOR  VEHICLES  (HS:  86-89) 


Country 


Number 
Tariff  Lines 

1996 

1997 

1998 

Year 

1999 

2000 

2001 

2002 

2003 

188 

0.03 

0.03 

0.03 

0.03 

0.03 

0.03 

0.03 

0.03 

132 

5.81 

5.70 

4.72 

4.43 

3.59 

3.41 

2.80 

2.13 

252 

8.90 

8.15 

7.33 

6.45 

5.57 

4.13 

3.38 

2.63 

101 

5.38 

5.13 

4.78 

4.39 

3.98 

3.83 

3.47 

3.32 

125 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

261 

13.56 

13.56 

11.33 

11.33 

8.58 

8.58 

6.31 

4.10 

35 

0.31 

0.31 

0.31 

0.31 

0.31 

0.31 

0.31 

0.31 

1,094 

6.50 

6.29 

5.42 

5.15 

4.15 

3.78 

2.96 

2.16 

Brunei 

Indonesia 

Malaysia 

Philippines 

Singapore 

Thailand 

Vietnam 

ASEAN 


Source:  ASEAN  Secretariat. 
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Figure  8 


THE  IMPACT  OF  ASEAN/AFT  A  ON  SOUTHEAST  ASIA 
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Figure  9 


WHERE  THE  IMPACT  OF  AFTA  WILL  FALL 
If  the  CEPT  is  effective,  what  will  be  the  impact 
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Figure  10 


CONFIGURATION  AND  REGIONALISATION 
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Relevance  of  the  Experience  of  Indonesia* 
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Introduction 

THE   Indonesian   economy  has 
grown  by  more  than  seven  per 
cent  annually  after  the  New  Order 
Government  took  power  in  1966,  resulting  . 
in  a  jump  of  income  per  capita  at  1983  con- 
stant prices  from  US$60  in  1966  to  over 
US$700  in  1993.  Measured  in  1993  prices, 
per  capita  income  increased  from  $344  in 
1973  to  $946  in  1995.  This  rapid  growth  re- 
sulted in  a  substantial  structural  and  so- 
cial transformation  of  the  economy.  While 
in  1973  the  manufacturing  sector  contrib- 
uted some  7.6  per  cent  to  total  GDP;  by 
1995  this  share  had  risen  to  about  24  per 
cent.  Non-oil  exports  grew  from  about 
US$5.9  billion  in  1985  to  about  US$35.0 
billion  in  1995,  increasing  by  roughly  22 
per  cent  per  annum  over  the  decade,  four 


* 
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on  Building  the  Groundwork  for  a  Strong  South- 
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in are  the  author's  own  and  are  not  to  be  taken  as 
official  views  of  the  Indonesian  Government,  neither 
of  the  Institute  for  Economic  and  Social  Research 
LPEM-FEUI. 


times  faster  than  the  growth  of  world  ex- 
ports. Equally  important,  the  ratio  of  non- 
oil  exports  to  GDP  rose  from  seven  per  cent 
in  1985  to  over  20  per  cent  by  1995. 

The  success  achieved  so  far  should  be 
attributed  to  the  sound  macro-economic 
growth  policy  adopted  by  the  government. 
From  the  early  stage  of  development  pro- 
gram as  compiled  in  the  First  Twenty-Five 
Year  Long-term  Development  Plan  (PJPT 
I)  covering  fiscal  year  1969/1970  to  1993/ 
1994,  which  was  summarised  in  5  five  year 
development  plan  (Repelita),  the  policy 
maker  was  fully  aware  that  a  precondition 
for  economic  reform,  namely  economic  sta- 
bilisation, will  have  to  be  in  place.  Hence- 
forth, throughout  the  development  year, 
the  government  has  always  put  priority 
on  macro-economic  stability,  keeping  the 
inflation  rate  to  a  single  digit  target. 

Pressures  for  reform  that  came  from  the 
external  price  shock  of  oil,  the  major  export 
earning  commodity  until  the  early  eighties, 
has  been  realised  in  a  series  of  structural 
adjustments  in  the  area  of  financial,  fiscal, 
investment  and  trade  policy.  An  extensive 
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program  to  allow  diversification  from  oil 
related  export  has  brought  spectacular  re- 
sults, as  evident  from  the  growth  of  real 
GDP  and  non-oil  exports. 

Meanwhile,  the  government  was  also 
fully  aware  of  the  problems  of  resulting 
from  growth  itself.  Therefore,  along  with 
the  success  of  sound  macro-economic 
growth,  the  Indonesian  government  pro- 
claimed the  principles  of  development,  the 
so  called  "Trilogy  of  Development"  which 
are  equity,  high  growth  rate  and  stability. 

Although  the  condition  in  Indonesia 
during  the  early  days  of  economic  recov- 
ery after  the  aborted  coup  d'etat  in  1965 
could  never  be  similar  with  those  in  Cam- 
bodia after  1979  overthrowing  of  Khmer 
Rouge  regime  and  in  Vietnam  with  struc- 
tural change  since  1979,  neither  can  it  re- 
semble the  situation  in  Laos  after  its  in- 
dependence in  1975;  nevertheless,  some  in- 
sight of  the  Indonesian  macro-economic 
management  and  measures  taken  to  achieve 
the  present  economic  condition  might  be 
relevant  for  CLMV  countries. 

Macro-economic  Background  for  the 
Freedom 

Brief  Overview  of  the  Development 
Before  the  1983  Oil  Shock 

In  1967  Indonesia's  GNP  per  capita  was 
only  US$60,  roughly  half  of  that  of  In- 
dia and  Nigeria.  Poverty  was  widespread 
throughout  the  country,  as  indicated  by 
the  large  percentage  (60  per  cent)  of  the 
total  population  were  living  in  absolute 
poverty.  This  situation  has  changed  dra- 
matically since  1969/1970,  when  the  first 


Repelita  (Five  Year  Development  Plan)  of 
the  25  years  development  plan  was  intro- 
duced. The  policy  choice  was  to  initiative 
growth  of  the  economy  in  order  to  be  able 
to  distribute  the  increasing  level  of  Na- 
tional Income  to  the  people  in  need.  How- 
ever, it  was  very  clear  that  the  benefit  of 
growth  will  be  nullified  if  there  was  a 
faster  increase  of  inflation  rate.  Therefore, 
along  with  the  success  of  sound  macro-eco- 
nomic growth,  the  Indonesian  government 
proclaimed  the  principles  of  development, 
the  so  called  "Trilogy  of  Development"  which 
are  high  growth  rate,  stability  and  equity. 

The  main  task  facing  the  government 
was  to  reduce  inflation  rate  which  has 
soared  to  a  level  of  more  than  650  per  cent 
annual  inflation  rate  in  1966  with  a  huge 
amount  of  foreign  debt.  Meanwhile,  the 
budget  deficit  was  extremely  high,  reach- 
ing nearly  170  per  cent  of  GDP.  Therefore, 
the  stabilisation  program  was  started  with 
the  negotiation  with  foreign  creditors  in 
September  1966  on  debt  relief  and  new 
loans.  A  combination  of  measures  of  fiscal 
and  monetary  policy  was  then  implement- 
ed. For  example,  in  the  monetary  sector,  pol- 
icy was  redirected  toward  prudent  growth 
of  money  supply,  such  as  general  tighten- 
ing of  central  bank  credit,  raising  interest 
rate,  and  more  credit  was  extended  to  pri- 
vate sector.  The  result  was  the  slowing  down 
of  money  growth  from  nearly  800  per  cent 
in  1966  to  around  125  per  cent  in  1967.  In 
addition,  the  new  policy  have  abolished 
all  quantitative  restrictions  on  imports,  and 
devalue  the  rupiah.  Continuously  adjust- 
ed exchange  rate  preserve  the  incentive  to 
produce  tradable  which  in  turn  have  in- 
creased exports  and  helped  relieved  the  bal- 
ance of  payments  and  fiscal  imbalances. 
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This  is  especially  true  considering  the  fin- 
ancial openness  which  implies  that  unless 
the  exchange  rate  was  kept  compatible  with 
external  equilibrium,  there  will  be  a  huge 
capital  outflow.  Undoubtedly,  budget  aus- 
terity and  tightening  of  credit  have  play- 
ed important  roles  in  bringing  inflation 
down  from  653  per  cent  in  1965  to  six  per 
cent  in  1970.  Moreover,  better  allocation 
of  resources  and  availability  of  imported 
capital  goods  to  support  manufacturer  prod- 
ucts have  made  the  drop  in  inflation  rate 
be  accompanied  by  economic  expansion 
rather  than  contraction.  Positive  real  GDP 
growth  was  first  experienced  in  1967,  and 
further  soar  to  11  per  cent  in  1968  and  more 
than  seven  per  cent  in  1969.  By  1971,  the  in- 
flation rate  dropped  to  less  than  five  per 
cent  while  the  real  GDP  was  growing  a 
little  more  than  five  per  cent.  Another  plaus- 
ible candidate  which  have  made  the  above 
phenomenon  to  happen  is  the  increasing 
flow  of  foreign  aid  which  has  relieved  the 
deficiency  in  infrastructure  and  supply 
bottle-neck  in  the  manufacturing  sector. 

In  essence,  the  policy  ever  since  was 
based  on  three  principles  which  has  rig- 
orously and  consistently  followed.  First, 
a  "balanced  budget"  rule  which  helps  en- 
force fiscal  discipline.  Under  this  rule  gov- 
ernment has  no  resource  to  domestic  bor- 
rowing to  finance  its  spending.  Although 
foreign  borrowing  is  used  to  balance  the 
budget,  to  the  extent  that  such  resources 
are  limited,  the  balanced  budget  rule  serves 
to  enforce  a  measure  of  budgetary  discipline. 
Second,  all  controls  on  foreign  exchange 
transactions  were  eliminated,  which  was 
considered  radical  at  the  time.  However, 
this  policy  constraints  monetary  policy  by 
ensuring  that  any  monetary  mismanage- 


ment will  show  up  almost  immediately  in 
an  outflow  of  foreign  exchange.  And  third, 
the  government  adopted  an  exchange  rate 
mechanism  which  maintains  the  real  in- 
ternational value  of  the  rupiah.1 

These  three  policy  measures  ensure 
that  inflation  cannot  be  fueled  by  reckless 
deficit  spending,  that  the  export  sector  re- 
mains reasonably  competitive,  and  that  in- 
vestors can  remit  their  profits  as  desired. 
With  these  policy  anchors  in  place,  macro- 
economic  policy  becomes  more  consistent 
and  stable,  creating  an  environment  where 
economic  reform  measures  can  rapidly  spur 
the  growth  of  the  domestic  economy. 

Policy  Changes  to  Move  Away  from 
Oil  Dependent  Economy 

For  more  than  a  decade,  the  high  rate 
of  growth  was  facilitated  considerably  by 
the  hike  in  oil  prices  in  the  1970s  and  early 
1980s.  Under  the  clear  recognition  that  oil 
revenues  were  a  temporary  blessing,  Indo- 
nesia's overall  policy  was  directed  toward 
using  the  revenues  to  stimulate  investment 
so  as  to  assure  sustained  growth  after  the 
oil  became  depleted.  Following  sharp  de- 
clines in  oil  revenues  in  late  1982  and  again 
in  1986,  policy  makers  recognised  the  need 
for  major  reforms.  First,  non-oil  exports  had 
to  be  increased  to  maintain  the  flow  of  im- 
ports essential  for  continued  development. 
Second,  with  the  decline  in  oil  revenues, 
fewer  resources  were  available  to  the  pub- 


Although  major  currency  realignments  were 
made  in  1973  (and  again  1983  and  1986),  since  then 
the  reliance  on  a  flexible  exchange  rate  mechanism 
that  adjusts  for  changes  in  domestic  inflation,  has 
avoided  the  need  for  any  sudden  large  changes  in 
the  value  of  the  currency. 
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lie  sector,  and  therefore  it  became  neces- 
sary to  stimulate  private  savings  mobil- 
isation. Macro-economic  policy  was  fairly 
sound,  and  was  concerned  with  keeping 
inflation  under  control  and  maintaining  a 
prudent  fiscal  policy. 

During  the  1980s,  Indonesia  undertook 
a  series  of  structural  reforms  which  were 
motivated  as  a  response  to  deteriorating  eco- 
nomic conditions  especially  in  the  market 
for  Indonesia's  primary  export,  petroleum 
products.  The  drop  was  not  only  affecting 
the  export  earnings,  but  also  the  govern- 
ment revenue;  where  the  contribution  of 
oil  export  to  total  export  earnings  reached 
83  per  cent,  whilst  the  share  of  oil  to  total 
government  revenue  was  around  73  per 
cent.  There  was  a  recognition  that  high  eco- 
nomic growth  could  not  be  sustained  by 
relying  on  export  earnings  alone  and  fur- 
ther diversification  from  oil  related  export 
was  needed.  However,  the  financial  sector 
has  to  be  deregulated  so  that  mobilisation 
of  funds  will  be  made  possible  to  finance 
the  investment  need.  The  first  step  of  a 
series  of  deregulation  was  in  the  banking 
sector  introduced  in  June  1983. 

A  Wave  of  Reforms,  1983  Onward 

Devaluation  and  Financial  Reform 

Devaluation  of  the  rupiah  in  March  1983 
by  28  per  cent  was  the  first  step  taken  by 
the  government  to  overcome  the  rapid 
weakening  of  the  economy,  so  that  the 
next  series  of  financial,  fiscal  and  trade  de- 
regulation will  not  be  complicated  further 
with  an  overvalued  exchange  rate.  The  re- 
sponse was  impressive,  where  exports  of 
manufacturing  goods  jumped  from  US$850 
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million  in  fiscal  year  1982/1993  to  US$1,480 
million  in  fiscal  year  1983/1984,  and  then  to 
US$2166  million  in  fiscal  1984  (Woo  and 
Nasution,  1989). 

The  deregulation  of  the  banking  sys- 
tem in  June  1,  1983  removed  the  interest 
rate  control  and  administratively-determined 
credit  ceilings  were  abolished.  Before  the 
reform,  Indonesia  had  most  of  the  charac- 
teristics of  a  financially  repressed  system. 
The  banking  sector  was  heavily  regulated 
and  entry  was  very  restricted.  The  market 
was  dominated  by  State  banks  where  Bank 
Indonesia  set  ceilings  on  bank  credits.  Over 
time,  an  extensive-  selective  credit  system 
with  subsidised  interest  rate  was  intro- 
duced. Moreover,  Bank  Indonesia  provided 
direct  lending  to  some  economic  units,  and 
channeled  substantial  amounts  of  low-in- 
terest liquidity  credits  to  high-priority 
or  "strategic"  sectors.  These  controls  and 
credits  provided  the  Government  of  Indo- 
nesia with  basic  tools  for  channeling  oil 
earnings  to  the  private  and  parastatal  sec- 
tors in  order  to  increase  investment.  The 
importance  of  government  involvement  is 
very  significant  due  to  the  inadequacy  of 
physical  and  social  infrastructure,  a  low 
industrial  and  technological  base,  a  lack 
of  private  entrepreneurship  and  an  under- 
developed capital  market.  The  ability  to  ac- 
celerate the  rate  of  economic  growth  while 
controlling  the  inflation  rate  within  accept- 
able range  suggest  that  the  government 
have  made  an  importang  and  positive  con- 
tribution to  the  development  process. 

However,  when  the  volume  of  oil  re- 
venues fell  precipitously,  the  principal  task 
facing  the  financial  sector  changed  quick- 
ly to  mobilisation  of  domestic  resources. 
Together  with  the  trade  and  industrial  pol- 
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icies,  which  were  basically  protectionist 
and  were  primarily  implemented  through 
a  detailed  licensing  system,  this  cheap 
credit  policy  created  a  few  dominant  eco- 
nomic groups  or  "conglomerates"  in  the 
Indonesian  economy  which  prospered  be- 
cause of  their  ability  to  make  use  of  the  ad- 
ministrative allocation  systems  (Robinson, 
1986).  In  addition  to  privileged  access  to 
the  domestic  credit  market,  these  groups 
also  were  able  to  make  use  of  offshore  loans 
because  of  their  extensive  links  with  finan- 
cial and  trading  networks  in  Singapore, 
Malaysia,  and  Hong  Kong.  Entry  restric- 
tions via  industrial  licensing,  receipt  of 
quotas  on  imports  and/or  being  granted 
monopoly  importer  status,  and  substantial 
interest  rate  reductions  for  credits  to  "prior- 
ity sectors",  created  a  number  of  additional 
distortions  that  generated  profits  for  the 
firms  (principally  conglomerates)  which  were 
able  to  obtain  privileged  access  to  them. 
In  addition,  the  majority  of  domestic  pri- 
vate banks  in  Indonesia  have  been  ac- 
quired by  these  conglomerates  which  have 
been  able  to  use  the  banks  to  gain  access  to 
credit  for  their  non-financial  operating  units 
at  prevailing  deposit  rates. 

It  is  clear,  that  the  principal  objectives 
of  the  1983  banking  deregulation  were  to 
provide  higher  returns  to  depositors  and 
lower  costs  to  borrowers  by  raising  the  de- 
gree of  competition  in  the  financial  markets; 
to  increase  savings  mobilisation  through  the 
banking  system;  to  improve  the  efficiency 
of  allocation  of  financial  resources  through 
increased  reliance  on  the  market  mechanism; 
and  to  increase  the  use  of  capital  market 
instruments  to  raise  equity  capital  and  en- 
hance the  liquidity  of  shares.  The  meas- 
ures taken  included  the  abolition  of  credit 


ceilings,  a  reduction  in  liquidity  credits, 
and  the  granting  of  permission  for  state 
banks  to  set  their  own  interest  rates  on 
deposits  and  loans.  Each  of  these  meas- 
ures required  drastic  changes  in  bank  be- 
haviour and  in  the  techniques  of  liquidity 
management.  All  banks  were  subjected  to 
much  greater  competition  and  became  re- 
sponsible for  acting  on  their  independent 
assessments  of  profitable  opportunities. 

Although  the  immediate  effects  of  the 
1983  banking  reforms  were  to  substantial- 
ly increase  interest  rates  paid  on  deposits 
and  charged  for  loans,  and  to  increase  the 
share  of  GDP  being  channeled  through 
the  formal  financial  system,  the  anticipated 
changes  in  competitive  behaviour  emerged 
only  slowly  and  were  really  given  impetus 
with  the  later  round  of  reforms  in  1988  and 
1989  (Chant  and  Pangestu,  1992,  8-26). 

In  late  1988  the  government  announced 
a  further  set  of  reform  measures.  The  main 
purpose  of  these  measure  was  to  allow 
entry  to  new  participants  in  the  financial 
markets,  broaden  the  range  of  financial  ser- 
vices, and  encourage  the  development  of 
both  domestic  money  and  capital  markets. 
Barriers  to  entry  were  sharply  reduced  and 
restrictions  on  the  operations  of  foreign 
banks  were  eased.  The  procedures  for  es- 
tablishing branch  banks  were  simplified 
and  the  requirements  for  becoming  a  for- 
eign exchange  bank  were  relaxed.  Licensing 
of  new  banks,  opening  new  branches,  and 
entry  of  foreign  banks  in  the  form  of 
joint  ventures,  all  of  which  had  been  pro- 
hibited or  high  restricted,  were  now  per- 
mitted. The  1988  measures  also  reduced  the 
special  privileged  and  responsibilities  of 
the  state-owned  financial  institutions  and 
narrowed  -the  differential  tax  treatment  af- 
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fecting  various  financial  instruments.  Bank 
reserve  requirements  were  lowered  to  two 
per  cent  on  all  deposits,  reducing  the  spread 
between  borrowing  and  lending  rates.  More 
recently,  Bank  Indonesia  has  raised  the  re- 
serve requirement  and  announced  a  further 
increase  to  five  per  cent  effective  next  year. 

New  financial  services,  such  as  factor- 
ing, consumer  credit,  venture  capital,  and  se- 
curities dealing  and  underwriting  were  open- 
ed to  commercial  banks  either  directly  or 
through  subsidiaries.  Measures  announced 
in  1989  strengthened  the  legal  lending 
limits  while  the  bulk  of  Bank  Indonesia's 
liquidity  credit  arrangements  were  abolish- 
ed early  in  1990. 

Indonesia  also  moved  to  open  up  and 
strengthen  its  securities  markets.  The  1988 
reforms  permitted  the  opening  up  of  pri- 
vate securities  markets  while  clarifying  re- 
gulations governing  insider  trading  and 
other  unsound  and  unfair  practices.  Follow- 
ing measures  announced  in  1989  foreign 
shareholders  are  allowed  to  own  49  per  cent 
of  the  share  of  any  listed  company,  except 
commercial  banks.  At  the  end  of  1990  the 
Capital  Markets  Decree  was  adopted  setting 
forth  regulations  that  led  to  the  orderly  de- 
velopment of  an  active  capital  market  and 
the  capital  market  regulation  were  further 
strengthened  and  codified  in  the  Capital 
Market  Law  passed  in  1995.  These  changes, 
combined  with  the  promotion  undertaken 
by  BAPEPAM,  the  capital  markets  agency, 
brought  new  life  to  the  previously  mori- 
bund Jakarta  Stock  Exchange.  At  the  end 
of  1985,  only  24  stocks  were  listed  on  the 
exchange  with  0.57  billion  shares;  today 
there  are  more  than  246  with  59.41  billion 
shares,  while  capitalisation  has  increased 
from  US$77.4  billion  to  US$80.4  million. 


The  absense  of  foreign  exchange  con- 
trols may  have  actually  eased  the  adjust- 
ment to  these  total  financial  reforms.  In- 
vestors with  concerns  about  the  stability  of 
the  financial  system  had  already  protected 
themselves  by  holding  foreign  currencies, 
and  would  encourage  Indonesians  who  held 
foreign  currency  assets  abroad  to  repatriate 
them  whenever  the  domestic  investment  cli- 
mate is  relatively  more  favourable. 

Finally,  a  critical  element  in  Indonesia's 
development  strategy  focused  on  stimu- 
lating rural  development,  rural  incomes,  and 
rural  employment.  To  achieve  these  object- 
ives, efforts  were  made  to  extend  the  fi- 
nancial reforms  to  the  rural  sector.  Bank 
Rakyat  Indonesia,  a  state-owned  bank,  de- 
veloped the  Unit  Desa  program.  The  Unit 
Desa  program  was  to  replace  the  inefficient 
and  ineffective  targeted  and  subsidised 
loan  programs  that  were  in  operation  by  de- 
veloping a  rural  saving  and  loan  scheme 
base  on  market  interest  rates.  The  BRI  pro- 
gram has  been  highly  successful.  Since  its 
inception  in  1984  it  has  made  16.7  million 
loans  and  currently  has  2.4  million  loans 
outstanding.  It  has  managed  to  keep  the 
long-term  loss  ration  to. 2. 2  per  cent.  The 
Unit  Desas  have  earned  some  US$99.5  mil- 
lion in  1995  in  profits  for  BRI,  and  are  now 
the  most  profitable  of  the  bank's  operating 
units.  The  lesson » here  is  that  reform  and 
deregulation  can  benefit  small  farmers  and 
entrepreneurs  as  much  as  they  are  needed 
to  support  large  investments. 

Fiscal  Reforms 

Efforts  to  increase  the  mobilisation  of 
domestic  funds  through  the  financial  sector 
and  improve  the  collection  of  non-oil  tax 
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revenues  were  reflected  also  in  the  tax  re- 
forms of  1984,  aimed  at  improving  the  col- 
lection of  tax  revenues  from  non-oil  sources. 
This  reform  was  undertaken  in  stages  be- 
ginning in  1984  with  the  abolition  of  the 
withholding  tax  and  the  introduction  of 
the  value  added  tax.  Subsequently  income 
and  sales  taxes  were  rationalised. 

The  tax  reform  effort  introduced  a  thor- 
oughly modern  tax  system,  which  recog- 
nised that  a  highly  complex  system,  with 
high  marginal  rates,  is  not  only  difficult 
to  implement  but  is  also  destructive  of  eco- 
nomic efficiency.  The  new  tax  code  reduced 
the  number  of  rates  to  three  ~  15,  25,  and  35 
per  cent  -  and  shifted  to  selfreporting 
income  tax  system.  In  1995,  the  rates  were 
further  reduced  to  10,  15,  and  30  per  cent.  At 
the  same  time,  to  make  enforcement  easier, 
and  to  assist  the  poorer  members  of  the 
population,  the  cutoff  point  for  taxable 
income  was  doubled.  The  initial  reform 
measure  was  followed  in  April  1985  by  the 
introduction  of  a  value-added  tax  with  a 
normal  rate  of  10  per  cent,  in  addition  to 
a  zero  rate.  Subsequently  the  property  tax 
laws  and  collection  systems  were  also  re- 
formed. The  imposition  of  a  value  added 
tax  on  domestic  manufacturers  replaced  a 
complex  system  of  domestic  and  import 
sales  taxes  which  had,  in  part,  biased  the 
fiscal  system  against  exports.  In  addition 
the  reform  of  the  tax  system  eliminated  tax 
holidays  and  other  forms  of  tax  based  in- 
centives, reducing  the  distortions  intro- 
duced into  investment  decisions. 

Unfortunately,  as  cited  by  Chant  and 
Pangestu  (1993),  these  reforms  were  not  fol- 
lowed by  analogous  changes  in  trade  and 
industrial  policies,  which  were  not  liberal- 
ised but  became  even  more  protectionist, 


so  that  by  the  beginning  of  1985  more  than 
1100  products  had  been  placed  under  im- 
port license,  import  bans,  or  quotas. 

On  the  expenditure  side,  the  fiscal  re- 
forms led  to  a  reduction  or  elimination  of 
numerous  subsidies  that  burdened  the  gov- 
ernment budget  and  the  economy.  Over  the 
years  subsidies  to  agriculture  have  been  re- 
duced while  energy  prices  have  been  pe- 
riodically adjusted  to  bring  them  into  line 
with  world  price.  Gasoline  prices  have  been 
raised  sufficiently  so  that  users  of  motor 
fuels  are  effectively  taxed,  partly  offsetting 
the  environmental  costs  of  motor  vehicle 
use.  All  of  these  measures  have  served  to 
make  the  economy  more  competitive,  to 
create  a  more  level  playing  field  and  to  en- 
courage private  sector  initiatives. 

Trade  Reforms 

In  the  early  1980s,  Indonesia's  trade  re- 
gime could  be  best  classified  as  strongly 
import  substitution  biased.  The  bias  was 
achieved  through  the  use  of  a  wide  variety 
of  policy  instruments.  Ad  valorem  import 
duties  ranged  from  zero  to  200  per  cent, 
with  a  large  number  of  specific  rates  as 
well.  Non-tariff  import  restrictions  were 
also  very  important.  By  the  mid-1980s  al- 
most 35  per  cent  of  total  imports  (by  value) 
were  covered  by  some  non-tariff  barrier.  In- 
creased local  content  of  manufacturing  was 
encouraged  by  "deletion  programs"  that 
forced  producers  of  finished  products  to 
source  certain  components  locally.  Invest- 
ment and  industrial  licensing  were  used  to 
further  protect  domestic  producers  against 
competition.  Exports  of  a  variety  of  goods 
were  restricted  to  ensure  that  local  supplies 
would  be  adequate  to  meet  domestic  needs. 
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Other  export  restrictions,  notably  on  logs 
and  rattan,  were  put  in  place  to  encourage 
domestic  downstream  processing.  To  give 
some  relief  from  import  duties  on  import- 
ed raw  materials  used  by  exporters,  an  "ex- 
port certificates  program"  was  instituted.  But 
poor  implementation  turned  that  program 
into  a  direct  subsidy  for  selected  exporters. 

A  major  step  in  reforming  the  trade  re- 
gime was  taken  in  April  1985  when  the 
government  announced  a  set  of  decrees 
dealing  with  the  administration  of  imports 
and  exports.  The  prime  objective  of  the  re- 
forms was  to  reduce  the  cost  of  clearing 
goods  through  Indonesian  ports.  One  de- 
cree drastically  reduced  and  simplified  the 
administrative  procedures  for  imports  and 
exports,  allowed  greater  use  of  foreign  ship- 
ping, extended  port  operations  to  twenty- 
four  hours  a  day,  and  instituted  a  system 
which  as  signed  to  a  foreign  private  com- 
pany the  task  assessing  duties  on  all  im- 
ports valued  in  excess  of  $5,000.  Although 
essentially  an  administrative,  rather  than  a 
trade  reform,  the  result  was  an  immediate 
fall  in  import  costs  and  a  rise  in  tariff  re- 
venues. Having  simplified  the  trading  sys- 
tem, the  government  established  in  May 
1986  a  duty  drawback  facility  that  enabled 
export  industries  to  import  inputs  duty  free. 
Since  many  imports  were  covered  with 
non-tariff  barriers,  rather  than  subject  to 
high  duties,  the  duty  relief  by  itself  would 
have  done  little  to  help  exporters.  Hence  ex- 
porters were  also  given  the  privilege  to  im- 
port required  inputs  free  of  any  license  or 
quota  restrictions. 

The  process  of  trade  reform  has  pro- 
ceeded since  then  through  the  introduction 
of  a  series  of  policy  packages.  Usually  an- 
nounced one  a  year,  these  packages  have 


lowered  tariffs,  removed  non-tariff  barriers, 
and  further  simplified  administrative  pro- 
cedures. As  a  result  of  these  efforts  very  few 
non-tariff  barriers  remain  and  average  tariff 
rates  have  been  reduced.  The  deregulation 
packages  announced  in  1995  and  1996  set 
forth  a  long-term  schedule  for  tariff  reduc- 
tions that  will,  with  a  few  exceptions,  leave 
only  three  rates:  zero,  five  and  10  per  cent. 

A  major  impact  of  the  trade  deregula- 
tion process  has  been  a  reduction  in  the 
nominal  and  effective  rates  of  protection. 
The  nominal  rate  of  protection  on  non-oil 
manufactures  declined  from  13  per  cent  in 
1987  to  less  than  10  per  cent  in  1994;  while 
the  effective  rate  of  protection,  which  meas- 
ures the  true  impact  of  trade  distortions, 
fell  from  29  per  cent  to  20  per  cent  over  the 
same  period.  The  impact  on  some  indi- 
vidual sectors  was  of  course  more  sub- 
stantial. For  example,  the  effective  rate  of 
protection  on  engineering  products  fell  from 
152  per  cent  to  84  per  cent,  while  on  tex- 
tile, garments  and  footwear,  it  fell  from 
102  per  cent  to  nine  per  cent.  The  decline 
in  nominal  protection  rates  has  been  ac- 
companied by  a  reduction  in  the  anti- 
export  bias  of  the  trade  regime.  In  1987 
the  anti-export  bias  was  measured  at  41 
per  cent.  The  opening  up  of  the  economy 
has  reduced  that  bias  to  31  per  cent.  These 
measures  attracted  foreign  producers  to 
locate  their  production  facilities  in  Indo- 
nesia, and  forced  domestic  producers  to 
face  some  measure  of  international  com- 
petition, enhancing  their  competitiveness. 

Debt  Management 

The  overheating  of  the  economy  in  1991 
has  worried  the  government  that  the  de- 
velopment will  not  be  sustainable.  The 


390 

large  jump  of  current  account  deficit 
to  approximately  5.1  per  cent  of  GDP  due 
to  the  large  increase  of  imported  capital 
goods  of  huge  infrastructure  project  has 
forced  the  government  announce  a  post- 
ponement of  mega  projects.  In  addition, 
the  increasing  stock  of  debt  which  has 
given  sign  of  over-dependency  on  short- 
term  financing  has  created  a  sense  of  in- 
stability. Therefore,  on  October  1991,  the 
most  notable  policy  was  ceilings  put  on 
off-shore  borrowings  for  various  categories 
of  borrowers  (state  and  state  related  en- 
tities and  projects)  over  the  next  five  years. 
Offshore  loans  of  state  banks  and  enter- 
prises require  approvals  of  a  newly  estab- 
lished Coordinating  of  Offshore  Loan  Team 
(COLT  or  PKLN). 

Privatisation 

The  deregulation  process  not  only  aim- 
ed to  free  the  economic  energy  of  our  pro- 
ducers and  investors,  but  also  was  a  re- 
sponse to  the  recognition  that  govern- 
ment's role  should  be  less  inclusive  than 
it  had  been  in  the  past.  The  reliance  on 
state-owned  enterprises  was  reviewed  and 
where  it  was  clear  that  government  could 
achieve  the  desired  economic  and  social 
objectives  without  direct  ownership,  moves 
were  made  to  privatise  the  state-owned 
firms.  The  first  state-owned  firm  to  be  pri- 
vatised by  offering  shares  on  the  domestic 
stock  exchange  was  Semen  Gresik,  a  large 
cement  producer.  In  1994,  share  in  Indo- 
sat,  our  international  communications  pro- 
vider, were  offered  in  an  international  stock 
offering.  Following  this  highly  successful 
initial  public  offering  we  have  continued 
with  international  offerings  of  Telkom,  our 
domestic  telephone  services  corporation,  and 
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Tambang  Timah,  our  state-owned  tin  mining 
company,  and  the  last  one  was  Bank  Nega- 
ra  Indonesia  (BNI)  our  largest  state-owned 
bank.  In  addition  we  are  nor  preparing  our 
toll  road  operator,  our  national  steel  com- 
pany, and  other  state-owned  enterprises  for 
privatisation  There  are  two  important  points 
to  be  noted.  Firs?,  a  share  of  the  funds  real- 
ised from  the  sale  of  government  stock  are 
used  to  pre-pay  the  government's  high  costs 
foreign  debt,  lowering  future  debt  service 
obligations.  This  recognises  that  the  sale 
of  a  state  assets  should  be  used  to  reduce 
liabilities  rather  than  fund  current  consump- 
tion. Second,  by  privatising  our  state-owned 
firms  we  expect  to  see  increases  in  operating 
efficiency,  thus  lowering  costs  to  the  bene- 
fit of  the  consumer.  Privatisation  is  thus  a 
natural  adjust  of  the  overall  policy  thrust 
we  have  followed  which  has  served  to 
strengthen  the  role  of  the  private  sector 
within  a  well  defined  framework  to  promote 
the  national  interest. 


What  Lessons  Can  We  Learn  from 
Indonesia? 

Prior  to  1983,  Indonesia's  planned  stra- 
tegy for  industrialisation  was  very  much 
influenced  by  the  development  of  an  in- 
dustrial base  with  a  view  to  achieving  self- 
reliance.  Combined  with  the  infant  industry 
argument,  this  self-reliance  rethoric  came  to 
mean  across  the  board  import  substitution 
policy.  This  inward  looking  policy  was  re- 
flected in  the  financial  sector  where  the 
Central  Bank  (Bank  Indonesia)  provided  dir- 
ect lending  to  some  economic  units,  and 
channeled  substantial  amounts  of  low-inter- 
est liquidity  credits  to  high-priority  or  "stra- 
tegic" sectors.  These  controls  and  credits 
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provided  the  Government  of  Indonesia  with 
basic  tools  for  channeling  oil  earnings  to 
the  private  sectors  in  order  to  increase  in- 
vestment. 

The  process  of  diversifying  the  export 
sector  imply  the  shift  of  heavy  reliance  on 
government  investment  to  focus  more  on 
private  investment  as  one  of  the  major  de- 
terminants of  long  term  growth.  The  per- 
sistence investment-saving  gap  will  have 
to  be  overcome  by  a  serious  effort  to  mo- 
bilise domestic  saving,  while  reducing  ex- 
posure to  foreign  debt  along  with  other 
instruments  designed  to  provide  incentive 
for  private  investments,  it  is  clear  that  the 
development  could  only  be  sustainable  if 
macro-economic  management  was  implement- 
ed prudently  and  consistently. 

With  the  present  annual  growth  of  more 
than  6.7  per  cent  for  the  last  decade,  with 
the  last  three  years  reaching  an  average  of 
nearly  eight  per  cent,  our  main  homework 
is  to  improve  the  distribution  of  income. 
Sustaining  high  growth  while  reducing 
poverty  requires  sound  implementation  of 
the  investment  program  and  macro-eco- 
nomic management.  .To  get  the  full  benefit 
of  the  economic  reform,  the  institutional 
set  up  will  also  have  to  be  straighten  out. 

The  attached  Table  1  to  4  of  Indonesian 
economic  settings  and  reforms  could  be 
compared  with  the  Laos,  Cambodia  and 
Vietnam  reform  measures  since  the  1980s 
in  Table  2.  It  is  clear  that  the  direction 
toward  market  mechanism  are  already  in 
the  picture,  although  there  are  still  some 
inconsistencies.  Indonesia's  experience  show 
that  a  prudent  and  consistent  macro-eco- 


nomic management  policy;  supported  with 
fiscal,  financial,  trade  and  real  sector  de- 
regulation was  the  main  cause  that  we  can 
achieve  a  condition  summarised  in  Table  5 
of  our  macro-economic  indicators.  Our  eco- 
nomy is  growing  over  seven  per  cent  an- 
nually, annual  inflation  has  always  been 
maintained  under  10  per  cent,  current  ac- 
count deficit  of  2.5  per  cent  to  45  is  manage- 
able and  financed  by  long-term  investment 
and  loans,  and  export  was  growing  despite 
the  last  year  slow  down;  while  the  distribu- 
tion of  income  has  improved  significantly. 
Laos,  Cambodia,  Vietnam  and  Myanmar  is 
already  in  the  right  track,  and  hopefully  be- 
fore too  long  we  will  see  these  economies  to 
grow  rapidly  and  healthily. 
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Table  8 


NTB  COVERAGE  OF  GROSS  OUTPUT  AND  VALUE  ADDED,  1986-1995 


Food  crops 

Estate  and  other  crops 

Livestock 

Forestry 

Fishing  &  hunting 
OilandLNG 

Mining  &  quarrying  (excluding  oil  &  LNG) 

Food,  beverages  &  tobacco 

Textiles,  clothing  &  footwear 

Wood  products 

Paper  products 

Chemicals 

Oil  refining  &  LNG 

Non-metal  products 

Basic  metals 

Engineering 

Other  manufactures 


%NTB 
Coverage  of 
Gross  Output 


%NTB 
Coverage  of 
Value  Added 


1986 

1  QO^ 

1 

1995 

75 

56 

77 

57 

68 

34 

73 

33 

26 

3 

25 

3 

86 

72 

- 

72 

19 

0 

17 

0 

0 

0 

0 

0 

33 

0 

28 

0 

88 

45 

85 

25 

82 

0 

79 

0 

78 

58 

74 

58 

69 

25 

72 

37 

69 

0 

77 

0 

0 

0 

0 

0 

59 

0 

59 

0 

53 

0 

59 

0 

88 

0 

87 

0 

33 

0 

34 

0 

Source:  Fane,  George,  and  Timothy  Condon,  'Trade  Reform  in  Indonesia,  1987-1995' 
Indonesian  Economic  Studies  32,  no.  3  (December  1996):  33-54. 
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Trade  Liberalisation 
in  the  Asia  Pacific: 
A  Global  CGE  Approach* 


Tubagus  Feridhanusetyawan 


RAPID  economic  growth  of  the  Asia 
Pacific  economy  for  the  last  two 
decades  has  been  associated  with 
an  increasing  level  of  economic  interde- 
pendence and  market  integration  as  a  re- 
sult of  international  trade  liberalisation  in 
the  region.  Trade  liberalisation  leads  to  more 
efficient  resource  allocation,  raises  output 
and  income,  and  contributes  to  rapid  eco- 
nomic growth.  It  is  a  fact  that  rapid  growth 
of  many  Asia  Pacific  economies  has  been 
led,  particularly  in  early  periods,  by  rapid 
expansion  of  exports.  There  has  been  sig- 
nificant unilateral  reduction  of  trade  bar- 
riers by  many  countries  in  the  region  over 
the  last  decade,  and  considering  the  remain- 
ing level  of  protection,  the  pressure  to  have 
further  liberalisation  remains  strong. 

There  are  several  key  policies  which  have 
strongly  contributed  to  rapid  growth  in 
East  Asian  region.  First,  successful  growth 

Paper  presented  at  the  Workshop  on  Macro- 
economic  Modeling  in  Developing  Countries,  Fac- 
ulty of  Economics,  University  of  Indonesia,  Jakarta, 
September  11-12,  1997. 


strategies  have  been  built  based  on  private 
ownership  and  market  based  economic  or- 
ganisation. The  economy  relies  more  on  mar- 
ket forces  and  private  ownership  to  solve 
its  problems.  Then  export  promotion  strat- 
egies and  open  trade  regime  has  been  put 
on  top  of  government's  agenda.  At  its  early 
stage,  development  was  fueled  by  export 
earnings  which  provided  enough  foreign 
reserves  to  purchase  high  quality  capital  in- 
puts and  technologies.  High  saving  rates, 
both  in  the  private  and  government  sec- 
tors, helped  financing  the  growth  and  pro- 
vided enough  money  for  investment  in  in- 
frastructure. Agricultural  development  was 
not  left  behind  and  the  agricultural  sector 
turned  out  to  be  the  source  of  growth  dur- 
ing economic  recession.  The  flexibility  of 
economic  policy  and  higher  level  of  human 
capital  investment  allowed  the  economy  to 
progress  from  labour  intensive  to  high-skill- 
ed and  capital  intensive  activities. 

Among  those  policy  factors,  an  open 
trade  policy  has  been  the  major  contributor 
to  the  strong  performance  of  manufactured 
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exports.  Lower  tariff  rates  and  the  absence 
of  quota  restrictions  combined  with  an  open 
and  faster  international  financial  transac- 
tion are  likely  to  support  growth  in  manu- 
factured products.  To  be  competitive  in  the 
world  market,  exporters  must  be  free  to  sell 
their  products  in  the  world  market  and 
must  be  able  to  get  their  imported  inputs 
without  any  restrictions.  Most  labour  in- 
tensive products  in  East  Asian  developing 
countries  depend  on  imported  inputs,  and 
therefore  liberalising  the  trade  for  factor  in- 
puts is  crucial  in  supporting  export  growth. 
Tariffs  on  intermediate  and  capital  goods 
were  low  to  moderate,  and  exporters  were 
provided  with  special  export  processing  fa- 
cilities and  duty  free  rebate  schemes. 

There  has  been  a  strong  and  positive 
relationship  between  trade  openness  and 
global  economic  integration  and  economic 
growth.  Countries  that  were  consistently 
open  to  trade  between  1965  to  1990  grew 
about  2  percentage  point  faster  per  year 
than  countries  that  were  consistently  closed 
(ADB,  1997).  The  gains  from  more  liberal  in- 
ternational trade  is  clear.  First,  the  growing 
international  financial  market  will  provide 
enough  saving  and  investment  to  fuel  the 
economic  growth.  Second,  freer  international 
trade  would  reallocate  resource  to  more  ef- 
ficient uses  based  on  comparative  advant- 
ages. Third,  increasing  level  of  competition 
will  also  increase  efficiency  and  contributes 
to  higher  level  of  production  output  from 
the  same  level  of  input.  In  economic  terms, 
the  first  is  scale  efficiency  of  factor  accumu- 
lation, the  second  is  often  called  allocation 
efficiency,  and  the  third  is  technical  effi- 
ciency. All  three  of  them  are  factors  which 
are  known  to  be  the  major  source  of  eco- 
nomic growth. 


Despite  this  optimism,  however,  the  dy- 
namic changes  of  comparative  advantages 
as  a  result  of  international  trade  liberalis- 
ation could  lead  to  resistance  among  eco- 
nomies in  the  region.  Resource  reallocation 
caused  by  international  liberalisation  re- 
quires some  form  of  domestic  adjustments, 
and  problems  will  arise  when  the  economy 
fails  to  undertake  the  necessary  adjustment. 
While  international  trade  liberalisation  would 
potentially  benefit  every  participating  eco- 
nomy in  the  long  run,  resource  reallocation 
might  hurt  some  economies  in  the  short 
run.  Short  run  resource  reallocation  within 
the  economy  or  country  will  also  benefit 
some  part  of  the  society  and  hurt  the  other. 
It  is  important  to  note  that  one  important 
aspect  of  trade  liberalisation  is  political  eco- 
nomy. Therefore,  it  is  understandable  that 
many  have  argued  that  trade  liberalisation 
is  a  political  process  to  secure  an  economic 
results,  rather  than  a  pure  economic  process 
to  achieve  higher  efficiency. 

The  impact  of  trade  liberalisation  on  each 
participating  country  depends  on  at  least 
four  factors.  The  first  is  the  scope  of  liberal- 
isation; whether  it  is  multilateral,  regional, 
or  unilateral  in  nature.  The  second  is  the 
form  of  the  commitment  to  conduct  liberalis- 
ation; whether  it  is  based  on  request-offer 
approach,  involuntary,  or  voluntary  commit- 
ments. The  third  is  the  coverage  of  the  lib- 
eralisation scheme;  for  example,  whether  it 
involves  removal  of  domestic  distortions, 
elimination  of  non-tariff  barriers,  or  merely 
reduction  in  border  tariff.  And  finally,  the 
fourth  is  the  speed  at  which  the  liberalisation 
schemes  proceed.  The  interaction  among 
these  four  factors  will  determine  the  changes 
in  resource  allocation  and  the  amount  of  be- 
nefit or  loss  accrued  by  each  country. 
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The  objective  of  this  paper  is  to  present 
a  quantitative  analysis  to  measure  the  im- 
pact of  trade  liberalisation  on  welfare  and 
trade  patterns  in  Asia  Pacific  economies.  A 
Multi-country  Computable  General  Equilib- 
rium approach  will  be  used  to  model  inter- 
national trade  liberalisation  and  to  capture 
various  liberalisation  schemes  that  are  re- 
levant to  the  current  situation  in  Asia  Pa- 
cific. The  first  section  of  this  paper  pres- 
ents trade  liberalisation  schemes  in  Asia 
Pacific  by  focusing  on  the  commitments  to 
the  Uruguay  Round  and  APEC  (Asia  Paci- 
fic Economic  Cooperation)  Individual  Act- 
ion Plans.  The  second  section  presents  the 
model,  data  and  scenarios  that  will  be  used 
to  measure  the  impact  of  liberalisation.  The 
third  section  discusses  the  result  by  focus- 
ing on  the  impact  of  trade  liberalisation  on 
welfare,  resource  reallocation,  changes  in 
trade  patterns.  The  conclusion  presents  the 
lessons  for  further  economic  cooperation  in 
Asia  Pacific. 


Schedules  for  International  Trade 
Liberalisation 

After  the  implementation  of  NAFTA 
(North  American  Free  Trade  Area)  in  1994, 
Asia  Pacific  economies  are  currently  facing 
two  major  pressures  for  ongoing  interna- 
tional liberalisation.  The  first  is  the  multi- 
lateral trade  liberalisation  based  on  the  im- 
plementation of  the  Uruguay  Round  in  the 
form  of  WTO  (World  Trade  Organisation) 
commitments.  Most  Asia  Pacific  economies 
are  members  of  the  WTO  and  therefore  they 
have  to  follow  the  WTO  rules  and  commit- 
ments for  trade  liberalisation.  The  second 
pressure  is  regional  trade  liberalisation 
through  the  formation  of  APEC  (Asia  Pacific 
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Economic  Cooperation).  The  participation 
for  liberalisation  in  APEC  is  more  volun- 
tary and  unilateral  in  nature  as  each  of  the 
APEC  member  economy  has  to  submit  its 
Individual  Action  Plan  (IAP)  for  trade  lib- 
eralisation. 

The  Uruguay  Round  Agreement 

The  completion  of  the  Uruguay  Round 
was  the  most  important  phenomenon  in  in- 
ternational trading  system  during  the  post- 
war period.  The  Uruguay  Round  exceeds 
the  previous  round  of  multilateral  trade  ne- 
gotiations, in  number  and  scope  of  areas, 
and  also  in  the  number  of  participating 
countries.  The  Final  Act,  signed  in  Marocco 
in  April  1994  will  be  the  strong  base  for 
international  trading  system  in  the  next 
century.  The  agreement  covers  a  new  range 
of  products,  namely  the  agriculture  and 
services,  and  includes  new  aspects  of  trade 
such  as  the  Trade-related  Intellectual  Prop- 
erty Rights  (TREPs)  and  Trade-Related  In- 
vestment Measures  (TRIMs).2 

While  agricultural  trade  liberalisation  can 
be  seen  as  the  most  important  result,  the 
Uruguay  Round  has  set  an  ambitious  agenda 
of  reform  in  the  agricultural  sector.  One  part 
is  a  set  of  general  commitments  which  spe- 
cify the  new  GATT  rules  to  apply  to  agri- 
culture. The  second  part  is  a  series  of  coun- 


Another  trade  liberalisation  schedule  in  Asia  Pa- 
cific is  AFTA  (ASEAN  Free  Trade  Area)  which  uses 
a  CEPT  (Common  Equal  Preferential  Tariff)  schemes 
to  form  a  free  trade  region  in  ASEAN  (Association 
of  Southeast  Asian  Nation).  While  tariff  reduction 
schedule  was  ambitious,  its  progress  has  been  very 
slow  mainly  due  to  set  back  in  agricultural  liberalis- 
ation (Pangestu  and  Feridhanusetyawan,  1996). 

2See  GATT  (1994). 
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try  schedules  that  contain  the  commitments 
of  each  participant  in  terms  of  the  level 
of  tariffs  declared  when  non-tariff  barriers 
are  converted  to  tariffs;  the  tariff  reductions 
on  a  line-by-line  basis;  the  minimum  access 
concessions  and  the  details  surrounding 
them;  the  level  of  base  year  spending  and 
volume  of  exports  subsidies  and  the  sched- 
ule of  reductions  on  a  year  by  year  basis; 
and,  the  aggregate  level  of  trade  distorting 
domestic  supports  in  the  chosen  base  per- 
iod and  the  level  of  final  commitments  for 
reduction. 

There  are  three  different  areas  of  obliga- 
tions covered  under  agricultural  reform 
contained  in  the  UR  Agreement  on  Agricul- 
ture. First,  under  improvement  in  market  ac- 
cess, there  is  a  tariffication  of  non  tariff  bar- 
riers and  reduction  of  tariffs.  "Minimum  ac- 
cess" import  quotas  for  products  where  im- 
ports have  faced  prohibitive  barriers  in  the 
past  were  also  established  to  equal  3  per 
cent  of  domestic  consumption  and  rising  to 
5  per  cent  at  the  end  of  six  years.  As  a  re- 
sult, the  cost  of  protection  in  the  agricul- 
tural sector  will  become  much  more  trans- 
parent for  all  GATT  members,  although 
the  actual  level  of  protection  after  tar- 
iffication of  non-tariff  barriers  may  remain 
quite  high  for  the  products  currently  sub- 
ject to  non-tariff  measures.  There  are  a  few 
exemptions  from  the  tariffication  commit- 
ments (utilised  by  Japan  for  rice).  In  this 
case,  4  per  cent  of  domestic  consumption 
in  the  1986-88  base  period  represent  a  min- 
imum access  guarantee  that  must  increase- 
by  0.8  per  cent  annually  to  8  per  cent  by  the 
end  of  the  implementation  period. 

Second,  under  reduction  of  domestic  sup- 
port there  are  targeted  reductions  of  Aggre- 
gate Measure  of  Support  (AMS)  for  devel- 


oped and  developing  countries.  Support  pol- 
icies which  have  a  minimal  impact  on  trade 
may  be  excluded  from  the  AMS  calcula- 
tion. These  "Green  Box"  policies  include: 
research  services,  pest  and  disease  control, 
inspection  services,  environmental  and  con- 
servation programs,  stockholding  for  food 
security,  domestic  food  aid,  crop  insurance, 
disaster  relief,  regional  and  structural  in- 
vestment aid.  Direct  payments  to  farmers 
(e.g.  deficiency  payments)  are  not  con- 
sidered part  of  the  AMS  and  do  not  have 
to  be  reduced  if  they  are  made  under  pro- 
duction limiting  programs.  There  is  also  a 
"de  minimis"  provision  which  allows  coun- 
tries to  exclude  product  specific  support 
from  the  calculation  of  the  AMS  when  it 
does  not  exceed  5  per  cent  of  the  value  of 
production  of  that  commodity. 

The  Uruguay  Round  Agreement  rein- 
forces programs  of  domestic  agricultural 
reform  that  have  been  implemented  in  most 
OECD  countries  since  1986  due  to  budget 
constraints.  Unfortunately  major  U.S.  and 
EU  farm  income  support  programs  (the 
above  "deficiency  payments")  have  been 
exempted  from  the  AMS  calculation,  but 
continuing  budgetary  problems  will  pro- 
vide a  brake  on  the  use  of  this  loophole. 

Third,  under  reduction  of  export  sub- 
sidies, there  are  once  again  targeted  reduc- 
tions for  developed  and  developing  coun- 
tries. Countries  are  also  committed  to  a 
stand-still,  that  is  not  to  grant  export  sub- 
sidies on  products  that  currently  do  not 
benefit  from  such  assistance.  Privately  fin- 
anced export  aid  is  not  covered  by  the 
Agreement.  The  export  subsidy  reductions 
(as  for  the  lowering  of  domestic  subsidies) 
have  been  fixed  in  ad  valorem  or  nominal 
terms  without  allowance  for  inflation  adjust- 
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ment,  so  that  subsidy  reductions  in  real 
terms  will  continue  after  the  transition 
periods.  They  should  therefore  have  a 
deeper  liberalising  impact  over  time. 

The  second  important  result  from  the 
Uruguay  Round  is  the  ban  of  MFA  (Multi- 
fibre  Arrangement).  This  is  done  by  con- 
verting  the  existing  quotas  on  textile  and 
apparel  to  tariff  rate  quotas,  and,  then  the 
tariff  will  be  phased  out  within  a  decade. 
It  is  obvious  that  the  abolishing  of  the 
MFA  will  benefit  the  developed  country 
importers  because  they  will  be  able  to 
source  imports  efficiently.  Also,  they  will 
benefit  from  being  able  to  rationalise  their 
production  decision,  such  as  to  substitute 
imports  for  domestic  production,  or  vice 
versa,  when  it  is  appropriate.  The  benefit 
for  developing  country  exporters,  however, 
can  be  ambiguous.  When  the  quota  is 
abolished,  a  significant  amount  of  quota 
rent  might  be  lost.  Those  exporting  coun- 
tries who  historically  have  quotas  larger 
than  their  current  comparative  advantages 
will  also  likely  suffer  from  the  ban  of 
the  MFA.  On  the  other  hand,  those  ex- 
porters who  are  very  efficient  and  could 
compete  in  the  world  market,  but  are  cur- 
rently very  restricted  by  the  quotas,  are 
the  ones  who  will  likely  benefit. 

In  terms  of  manufacturing  commod- 
ities, the  round  achieved  very  substantial 
tariff  reductions  in  both  the  developing 
and  developed  countries.  Tariff  on  imports 
to  developed  countries  are  lowered  by  an 
average  of  40  per  cent.  The  proportion  of 
developed  countries'  tariff  on  industrial 
products  subject  to  bindings  rose  from  94 
to  99  per  cent.  The  proportion  of  develop- 
ing countries'  imports  of  manufacturing 
products  subjects  to  bindings  increased 


from  13  per  cent  to  61  per  cent  after  the 
round. 

The  overall  average  tariff  cut  for  indus- 
trial commodities  is,  however,  hard  to  de- 
termine because  the  differences  in  the  prod- 
uct covered  in  the  round,  and  the  depend- 
ence of  the  tariff  cuts  on  bilateral  negotia- 
tions which  varies  across  countries.  In  ad- 
dition, there  has  not  been  much  pressure 
from  the  WTO  to  developing  countries  in 
terms  of  tariff  reductions.  The  requirement 
was  to  convert  the  non  tariff  barriers,  and 
to  bind  the  existing  tariff  to  40  per  cent. 
The  pressure  for  tariff  reduction  in  the 
manufacturing  commodities  was  not  strong 
for  developing  countries.  Some  estimates 
showed  that  the  range  of  average  tariff 
cuts  was  from  30  to  45  per  cent  in  develop- 
ed countries,  and  around  28  per  cent  in  de- 
veloping countries. 


APEC  (Asia  Pacific  Economic  Co- 
operation) 

APEC  was  formed  in  1989,  partly  due 
to  uncertainty  in  the  outcome  of  the  Uru- 
guay Round.  Up  to  1993,  APEC  was  the 
dominated  by  bureaucrats  and  was  an  in- 
formal forum  to  undertake  various  discus- 
sions. Since  the  beginning,  the  consensus 
was  that  APEC  should  not  be  institutional- 
ised and  not  be  a  negotiating  body. 

There  has  been  more  significant  pro- 
gress since  1993.  The  informal  meeting 
of  APEC  Leaders  in  Blake  Island  in  1993 
provided  the  vision  of  free  trade  and  in- 
vestment in  the  region.  The  meeting  in 
Bogor  in  the  following  year  set  the  long 
term  goals  of  free  and  open  trade  and  in- 
vestment in  the  Asia  Pacific.  The  time  limits 
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are  set  to  be  2010  for  the  industrialised 
countries  and  2020  for  the  developing 
countries.  The  Osaka  meeting  in  1995  laid 
out  the  framework  to  translate  and  form- 
alised the  long  term  visions  and  goals. 
The  recent  meeting  in  Manila  in  1996  pro- 
duced the  MAPA  (Manila  Action  Plan  for 
APEC)  that  consists  of  Individual  Action 
Plans  (IAP),  Collective  Action  Plans  (CAP), 
and  other  joint  activities  in  various  APEC 
forum. 

Since  the  Bogor  meeting,  it  has  be- 
come clearer  that  APEC  cooperation  is 
based  on  three  pillars:  (1)  trade  and  in- 
vestment liberalisation  and  facilitation 
(TILF);  (2)  Economic  and  Technical  Co- 
operation (ETC);  and  (3)  development  co- 
operation. Because  APEC  is  not  meant  to 
be  a  negotiating  body,  the  process  of  lib- 
eralisation is  voluntary  and  concerted  uni- 
lateral actions  to  be  undertaken  by  every 
country  based  on  its  own  plans,  prior- 
ities, and  taking  into  account  the  differ- 
ent levels  of  developments.  Agreement  is 
reached  through  a  consultative  process  and 
based  on  consensus. 

The  Osaka  meeting  has  laid  out  a  set  of 
nine  clearly  defined  principles  for  APEC. 
These  nine  principles  are  then  re-emphas- 
ised again  in  Manila  with  the  Manila  Ac- 
tion Plans  for  APEC  (MAPA).  Those  ini- 
tiatives and  actions  come  from  both  indi- 
vidual and  collective  action  plans  in  vari- 
ous areas,  especially  in  customs,  standard 
and  conformance,  competition  policy  and 


They  are:  (1)  comprehensiveness,  (2)  WTO- 
consistency,  (3)  comparability,  (4)  non  discrimina- 
tion, (5)  transparency,  (6)  standstill,  (7)  simultan- 
eous start,  continuous  process  and  differentiated 
timetables,  (8)  flexibility,  and  (9)  cooperation. 


deregulation,  intellectual  property  rights, 
dispute  mediations,  rules  of  origin,  and  mo- 
bility of  business  people. 

APEC  members  have  been  lowering  tar- 
iffs and  reducing  the  number  of  non-tar- 
iff barriers  (NTB)  based  on  their  unilateral 
reform  and  deregulation  initiatives  since 
1989.  As  a  result,  the  average  tariff  levels 
(unweighted)  between  1988  and  1996  has 
been  lowered  by  almost  half  from  15  to 
9  per  cent.  Currently,  14  members  have  av- 
erage tariff  levels  below  15  per  cent  with 
majority  of  those  at  below  10  per  cent.  The 
three  other  members  are  already  at  close 
to  zero  per  cent. 

Unilateral  reforms  have  also  reduced 
the  number  of  non-tariff  barriers.  For 
APEC  as  a  whole,  the  non-tariff  barriers 
have  been  cut  by  half,  declining  from  9 
per  cent  of  import  coverage  to  5  per  cent 
during  this  period.  In  some  economies 
such  as  Australia,  Chile,  Indonesia,  New 
Zealand  and  Singapore,  the  decline  in  non- 
tariff  barriers  has  been  dramatically  leading 
to  almost  elimination.  The  use  of  import 
licensing  and  restriction  in  Indonesia,  Ma- 
laysia, Philippines,  and  Thailand,  for  ex- 
ample, are  not  more  than  2  to  3  per  cent  of 
all  tariff  lines.  Singapore  and  Hong  Kong 
have  continuously  followed  a  free  trade 
regime. 

Because  APEC  is  based  on  unilateral 
initiatives,  there  is  a  question  as  to  whether 
APEC  tariff  reductions  are  well  on  track  in 
terms  of  going  towards  the  Bogor  target. 
The  answer  is  yes,  and  even  the  progress  is 
faster  and  deeper  than  the  Uruguay  Round 
commitments.  There  are  some  champion  coun- 
tries in  APEC,  namely  those  which  have  al- 
ready low  tariffs  and  are  at  or  near  the  in- 
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dicative  Bogor  target  (Hong  Kong,  Brunei, 
Singapore);  and  those  who  have  been  com- 
mitted to  extensive  tariff  reduction  so  that 
their  IAP  is  more  progressive  than  the  Bo- 
gor tariff  reduction  schedules  (Chile,  China, 
Indonesia,  and  the  Philippines).  Because  of 
the  voluntary  nature  of  APEC,  keeping  the 
liberalisation  process  on  track  in  terms  of 
Bogor  target  is  very  important.  It  means 
that  tariff  reduction  will  follow  a  down- 
ward trajectory,  or  at  least  not  returning 
to  higher  bound  tariff  levels. 

The  unilateral  actions  which  took  place 
as  part  of  member's  reform  processes  have 
been  more  effective  in  reducing  the  tariff 
lines.  This  is  clearly  shown  especially  for 
countries  which  did  not  offer  tariff  re- 
ductions to  the  UR,  but  have  bound  rates 
that  are  much  higher  than  their  applied 
rates  such  as  Indonesia,  Chile,  and  Mexi-^ 
co.  China  and  Chinese  Taipei,  who  are  not 
member  of  the  WTO,  have  undertaken  vol- 
untary liberalisation.  More  than  half  of  the 
17  member  economies  submit  their  IAP 
which  go  beyond  the  Uruguay  Round  com- 
mitments. 

Measuring  the  Impact  of  Trade 
Liberalisation 

Model,  Data  and  Simulation 

The  impact  of  trade  liberalisation  based 
on  Uruguay  Round  and  APEC  commit- 
ments is  measured  by  using  a  computable 
general  equilibrium  model  called  GTAP 
(Global  Trade  Analysis  Project)  which  ori- 
ginated from  the  Industrial  Commission  in 
Australia  and  was  further  developed  at 
Purdue  University,  Indiana  (Hertel,1997). 
The  use  of  general  equilibrium  framework 


is  important  because  the  model  will  direct- 
ly link  any  changes  in  any  country  and  any 
sector  to  other  sectors  and  countries.  The 
general  equilibrium  model  approach  re- 
flects the  fact  that  countries  in  the  world 
are  linked  directly  or  indirectly  in  an  inter- 
connected network. 

Similar  to  other  CGE  models,  the  GTAP 
is  made  up  of  regional  sub-models  that  de- 
scribe the  economic  activities  of  firms, 
households,  and  governments.  The  central 
feature  of  the  model  is  the  input-output 
structure,  that  links  industries  together  in 
a  value  added  chain  starting  from  primary 
goods  and  moving  up  to  intermediate  pro- 
cessing and  to  the  final  consumer  goods 
for  households  and  governments.  Prices 
and  quantities  supplied  are  then  determined 
simultaneously  in  all  primary  factor  mar- 
kets and  in  domestic  and  international  com- 
modity markets. 

While  the  standard  CGE  is  a  one  coun- 
try model,  the  GTAP  is  a  multi-country 
model.  As  a  multi-country  CGE  model,  the 
aggregation  is  based  on  both  sectoral  and 
regional  classification.  For  the  analysis, 
the  world  economy  is  classified  to  several 
sectors  and  regions.  The  data  that  sup- 
port the  GTAP  model  consists  of  full  37- 
sector  and  30-region  data  base.  These  data 
are  built  on  contributions  from  many  coun- 
tries, especially  from  those  researchers 
who  use  the  model  world-wide.  The  project 
is  also  supported  by  several  national  and 
multinational  agencies  such  as  the  Indus- 
try Commission  of  Australia,  World  Bank, 
WTO,  and  USDA  (United  States  Department 
of  Agriculture). 

The  production  structure  is  governed  by 
a  separable  constant  return  to  scale  tech- 
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nologies.  The  output  is  derived  from  inter- 
mediate input  and  three  primary  inputs 
namely,  capital,  land,  land  labour.  The  in- 
termediate inputs  could  be  produced  do- 
mestically or  imported  from  abroad.  The 
assumption  of  separability  in  production 
is  important  because,  for  example,  firms 
choose  their  o'ptimal  mix  of  primary  in- 
puts independently  of  the  prices  of  inter- 
mediate inputs.  The  constant  return  to  scale 
assumption  leaves  only  the  relative  prices 
of  land,  labour  and  capital  as  arguments 
in  the  firms'  demand  equations  for  com- 
ponents of  value  added. 

The  behaviour  of  regional  household 
is  specified  by  an  aggregate  utility  func- 
tion specified  over  composite  government 
purchase,  private  consumption,  and  savings. 
A  constant  budget  share  derived  from 
Cobb-Douglas  per  capital  utility  function 
is  used  to  derive  these  three  forms  of  final 
demands.  Once  the  government  spending 
is  determined,  the  allocation  of  this  spend- 
ing across  composite  goods  is  determined, 
once  again  using  Cobb  Douglas  specifica- 
tion. The  non-homothetic  nature  of  private 
household  demands  requires  a  different 
treatment.  Cobb-Douglas  or  even  Constant 
Elasticity  of  substitution  (CES)  specifica- 
tions would  be  insufficient  to  capture  the 
household  preference  over  private  com- 
modities. In  GTAP,  household  preference  is 
represented  by  a  Constant  Difference  of 
Elasticities  (CDE)  functional  forms  which 
lies  midway  between  the  CES  and  more 
flexible  functional  form  such  as  translog. 


Because  the  static  nature  of  the  model, 
where  simulation  is  modeled  as  a  compar- 
ative static  analysis,  a  proper  treatment  of 
saving-investment  link  is  required  to  com- 
plete the  global  system.  The  GTAP  spe- 
cifies an  equality  of  global  saving  and 
global  investment  in  both  the  initial  and 
new  equilibrium.  The  allocation  on  invest- 
ment across  region  can  be  modeled  by  as- 
suming a  fixed  and  equal  return  to  invest- 
ment across  regions. 

Because  a  model  with  complete  37  sec- 
tors and  30  regions  is  too  large  and  cum- 
bersome, a  smaller  aggregation  is  common- 
ly used.  This  study  uses  10-region  by  3- 
sector  aggregation,  a  similar  aggregation 
that  was  used  by  Young  and  Huff  (1997). 
The  data  used  in  this  study  is  the  second 
version  of  GTAP  data,  that  were  built 
based  on  1992  input-output  data.  Regional 
aggregation  is  tailored  to  represent  Asia 
Pacific  economies  with  composition  as 
follows: 

Region  1.  United  States,  Canada,  Mexico 
(North  America) 

2.  Japan 

3 .  Australia  and  New  Zealand 

4.  China  and  Hong  Kong 

5.  South  Korea 

6.  Chinese  Taipei 

7.  Malaysia  and  Singapore 

8.  Thailand  and  Philippines 

9.  Indonesia 

10.  Other  countries,  Rest  of  the  World 

Individual  countries  were  separated  as 
much  as  possible  to  measure  the  impact 
of  liberalisation  on  welfare  and  trade  flows 


The  name  Constant  Difference  in  Elasticities, 
arises  due  to  the  fact  that  the  NxN  matrix  of  elasti- 
cities of  substitution  depends  only  on  N  parameters, 
so  that  the  difference  between  the  elasticities  of 


substitution  oij  and  oih  is  invariant  to  index  i  (Hcr- 
tel,  1996). 
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in  greater  detail.  However,  to  keep  the  ana- 
lysis in  manageable  size,  several  economies 
have  to  be  combined  in  one  region. 

The  sectoral  aggregation  consists  of 
three  sectors,  namely  food  and  agriculture, 
natural  resource  and  manufacturing,  and 
services.  This  aggregation  is  admittedly 
large,  but  it  captures  three  major  sectors 
in  the  economy  which  fit  to  major  schemes 
of  international  trade  liberalisation.  In 
fact,  around  seventy  per  cent  of  trade  by 
APEC  economies  is  in  resource  and  ma- 
nufacturing, with  about  twenty  per  cent  in 
services,  and  ten  per  cent  in  food  and  agri- 
culture. Larger  sectoral  aggregation  is  used 
because  the  focus  on  this  study  in  on 
changes  in  welfare  and  general  trade  pat- 
tern. Further  study  with  more  detailed  sec- 
toral aggregation  will  be  needed  to  meas- 
ure the  more  specific  changes  in  trade  pat- 
tern in  Asia  Pacific. 

Scenarios 

To  represent  two  major  liberalisation 
schedules  in  Asia  Pacific,  there  are  three 
scenarios  used  in  this  study.  The  first  is 
the  pure  UR/WTO  liberalisation,  the  se- 
cond is  the  pure  APEC-IAP  scenario,  and 
the  third  is  a  combination  between  WTO 
and  APEC-IAP. 

The  first  scenario  or  the  WTO  scenario 
is  called  the  base  scenario  because  it  is 
the  least  restrictive  scenario  in  terms  of 
border  tariff  reduction,  especially  for  de- 
veloping countries.  The  WTO  also  provides 
the  base  scenario  for  agricultural  liberalis- 
ation which  has  not  been  touched  by  other 
liberalisation  schedules  like  APEC.  Because 
the  WTO  results  clearly  distinguish  the 
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different  rules  and  commitments  between 
developed  and  developing  countries,  the 
reduction  in  tax  and  subsidies  are  also  clas- 
sified_  into  developed  and  developing  coun- 
tries.  First,  the  domestic  tax  and  subsidy 
on  food  and  agriculture  production  were 
cut  by  20  per  cent  in  developed  countries, 
and  13  per  cent  in  developing  countries. 
Second,  export  tax  and  subsidy  on  agricul- 
tural exports  were  also  cut  by  36  per  cent 
and  24  per  cent  for  developed  and  devel- 
oping countries  respectively,  while  the  ex- 
port subsidies  for  manufacturing  products 
were  completely  abolished.  Third,  follow- 
ing the  WTO  commitments,  the  tariff  for 
mining  and  manufacturing  products  were 
cut  by  an  average  of  43  per  cent  for  de- 
veloped countries  and  28  per  cent  for  de- 
veloping countries.6 

The  second  scenario  is  the  pure  APEC 
trade  liberalisation  which  is  developed 
based  on  Individual  Action  Plan  (LAP)  sub- 
mitted by  each  APEC  member  country.  For 
the  time  being,  APEC-IAP  covers  mainly 
import  tariff  reduction,  with  no  commitment 
on  the  removal  of  domestic  distortion  and 
agricultural  liberalisation.  In  fact,  many 
countries  have  clearly  excluded  agriculture 
from  their  liberalisation  schedule.  Because 
of  its  voluntary  nature,  tariff  reduction 
following  the  APEC-IAP  varies  between 
countries.  This  study  simulates  APEC  2010, 
when  the  average  tariff  rate  is  targeted 
to  be  around  0  to  5  per  cent  for  develop- 


Tariff  and  subsidy  reductions  for  WTO  scenario 
are  based  on  Stephenson  and  Erwidodo  (1995). 

6It  is  not  easy  to  measure  the  exact  tariff  reduc- 
tion for  developing  countries  because  the  offer  from 
developing  countries  often  take  the  form  of  tariff 
bindings,  and  sometimes  at  a  higher  level  than  the 
actual  applied  tariff  rates. 
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ed  countries,  and  around  5  to  10  per  cent 
for  developing  countries.  Calculated  from 
initial  weighted  average  tariff  in  1993,  estim- 
ated tariff  reductions  varies  from  around 
50  per  cent  in  the.  case  of  Malaysia  and 
Singapore,  and  80  per  cent  in  the  case  of 
Thailand  and  Philippine.  It  is  clear  there- 
fore, that  while  APEC-IAP  does  not  touch 
much  of  domestic  distortion  and  agricul- 
tural liberalisation,  the  tariff  reductions  in 
terms  of  APEC-IAP  is  much  more  progress- 
ive than  the  WTO  commitments. 

The  third  scenario  is  the  combination 
between  WTO  and  APEC-IAP  scenarios 
which  captures  the  additional  benefit  of 
one  scenario  to  another.  This  combination 
scenario  captures  not  only  the  removal  of 
domestic  distortion  in  agriculture  and  ex- 
port tax  following  the  WTO  schedules,  but 
also  the  more  progressive  import  tariff  re- 
duction following  the  APEC-IAP. 


Results 

Welfare  Impact 

The  impact  of  trade  liberalisation  on 
welfare  are  presented  in  Table  1.  The  first 
three  columns  of  Table  3  present  the  re- 
sult from  this  study,  while  the  last  two 
columns  present  the  results  by  Young  and 
Huff  (1997).  In  general,  the  results  clearly 
show  that  the  more  progressive  and  the 
bigger  scope  of  trade  liberalisation  would 
lead  to  bigger  world  welfare.  For  example, 
the  pure  APEC-IAP  scenario  (column  2) 
which  relies  on  the  removal  of  border  pro- 
lection  without  any  commitments  on  re- 
ducing domestic  distortion  will  lead  to  the 
smallest  benefit  in  terms  of  the  world  wel- 


fare. At  the  other  extreme,  the  removal  of 
all  border  tariffs  between  APEC  and  Non- 
APEC  countries  (column  5),  which  repres- 
ents almost  free  world  trade  will  lead  to 
the  biggest  welfare  gain. 

While  two  sets  of  result  from  Young 
and  Huff  (1997)  in  the  last  two  columns 
do  not  capture  the  realistic  scenario  for 
APEC,7  they  are  worth  to  be  compared. 
The  formation  of  trading  bloc  in  APEC, 
namely  removing  of  all  border  tariffs  be- 
tween APEC  economies  while  maintain- 
ing tariffs  between  APEC  and  Non-APEC 
economies  would  lead  to  almost  US$50 
billion  increase  in  terms  of  world  welfare. 
However,  when  the  rest  of  the  world  (ROW) 
reciprocates,  the  total  welfare  gain  increas- 
ed by  almost  US$72  billion.  The  results 
clearly  show  that  extending  APEC  liberal- 
isation to  Non-APEC  region  would  bene- 
fit not  only  Non-APEC  economies,  but 
also  APEC  member  economies.  Indonesia, 
for  example,  would  suffer  (US$200  mil- 
lion) from  the  formation  of  APEC  trading 
bloc  because  of  trade  diversion  effect. 
Following  preferential  trade  arrangement 
in  APEC,  the  volume  of  Indonesia's  import 
from  non-APEC  region  (ROW)  decreased 
because  other  APEC  countries  could  un- 
dercut the  price.  But  when  the  production 
in  APEC  countries  is  not  as  efficient  as 
the  production  in  the  rest  of  the  world,  a 
welfare  loss  arises  due  to  Indonesia  switch- 
ing the  source  of  imports  away  from  the 


The  study  was  done  during  the  early  develop- 
ment of  APEC.  In  their  study,  they  modeled  an  ex- 
treme liberalisation  schedules  where  border  tariff 
were  completely  removed  at  once.  In  its  further  de- 
velopment, APEC  adopted  unilateral  reform  where 
each  country  submitted  its  own  gradual  tariff  reduc- 
tion. 
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Table  1 

THE  IMPACT 
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OF  VARIOUS  TRADE  LIBERALISATION  SCHEMES  ON  WELFARE 
(Change  in  Equivalent  Variation,  US$  Million) 


Region 


North  America 
Japan 

Australia  and 
New  Zealand 

China  and 
Hong  Kong 

Chinese  Taipei 

South  Korea 

Malaysia  and 
Singapore 

Thailand  and 
Philippine 

Indonesia 

Rest  of  the 
World 

Total  World 
Welfare 


(1) 

Uruguay 
Round 
(UR) 


5,541 
36,554 

748 

273 
2,911 
3,440 

-157 

-565 
433 

-3,591 

45,586 


(2) 

APEC- 
Individual 
Action  Plan 
(APEC-IAP) 

-6,768 
64,408 

-876 

7,039 
3,196 
3,931 

-412 

-1,272 
35 

^3,562 
25,718 


(3) 

Combination 

between 
URAVTO  and 
APEC-IAP 

1,770 
67,610 

212 

7,685 
4,577 
5,669 

-200 

-517 
853 

-35,825 

51,836 


(4) 

APEC 
Trading 
Block 
(Young  and 
Huff,  1997) 

-6,625 
71,564 

-205 

5,891 
5,041 
8,424 

2120 

^t.577 
-202 

-31,668 

49,763 


IN  ASIA  PACIFIC 

APEC  and  Rest 
of  the  World 
Free  Trade' 
(Young  and 
Huff  1997) 

-2,260 
93,955 

738 

7,360 
6,430 
10,967 

2802 

-1,533 
569 

-47,195 

71,833 


All  tariffs  between  APEC  and  ROW  (Rest  of  the  World)  are  removed,  but  tariff  between  ROW-ROW 
3tc  mdintflincu. 


more  efficient  source.  However,  this  loss 
may  or  may  not  be  offset  by  the  gain  in 
welfare  from  tariff  removal.  In  fact,  when 
APEC  economies  open  its  trade  to  Non- 
APEC  countries,  Indonesia  would  get  ad- 
ditional gain  of  US$569  billion.  One  im- 
portant lesson  is  that  the  move  toward 
trading  APEC  trading  bloc  is  foolish,  be- 
cause APEC  member  economies  would  get 
larger  benefit  by  participating  in  multilat- 
eral or  global  trade  liberalisation. 

The  simulation  results  of  this  study 
support  the  argument  that  for  most  coun- 


tries, participating  in  the  UR/WTO  trade 
liberalisation  is  crucial  to  get  the  most  be- 
nefit from  APEC  liberalisation.  By  com- 
paring column  one  and  two  in  Table  1,  it 
is  clear  that  liberalisation  through  the 
URAVTO  would  lead  to  bigger  world  wel- 
fare gain  compared  to  the  participation  in 
APEC-IAP  alone.  The  Uruguay  Round  would 
increase  world  welfare  by  around  US$46 
billion,  compared  to  almost  US$26  billion 
from  APEC-IAP.8  The  combination  scen- 


The  welfare  gain  in  this  study  is  smaller  com 
pared  to  the  results  of  Young  and  Huff  (1996)  be- 
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ario  leads  to  almost  $52  billion  additional 
world  welfare.  In  other  words,  the  addi- 
tional benefit  from  APEC-IAP  to  the  UR/ 
WTO  liberalisation  is  around  16  per  cent, 
while  the  additional  benefit  of  particip- 
ating in  UR  to  the  APEC-IAP  is  almost  100 
per  cent  or  doubled. 

The  superiority  of  UR/WTO  over  the 
APEC-IAP  liberalisation  is  clear  in  the 
cases  of  North  America,  Australia  and 
New  Zealand,  Malaysia  and  Singapore, 
Philippine  and  Thailand,  Indonesia,  and 
also  ROW.  For  example,  Indonesia  could 
gain  US$433  million  from  the  participation 
in  the  WTO,  which  is  more  than  12  times 
higher  than  the  US$35  million  additional 
welfare  by  participating  in  APEC-IAP 
alone.9  The  major  difference  between  UR/ 
WTO  and  APEC-IAP  is  the  removal  of  do- 
mestic distortion  and  agricultural  liberal- 
isation. The  result  shows  that  the  removal 
of  domestic  distortion  and  other  agricul- 
tural liberalisation  would  provide  bigger 
welfare  gain  compared  to  more  progressive 
border  tariff  reduction  for  manufacturing 
products  through  APEC-IAP.  More  open 
agricultural  trade  will  clearly  benefit  coun- 
tries with  comparative  advantages  in  agri- 
cultural production  such  as  North  Amer- 
ica, Australia,  and  New  Zealand  because  of 
their  increasing  agricultural  exports.  The  be- 
nefit for  Southeast  Asian  Countries  which 


cause  the  scenarios  for  this  study  do  not  complete- 
ly remove  the  border  tariffs. 

9This  is  consistent  to  other  studies  by  Stephen- 
son and  Pangestu  (1996)  and  also  Erwidodo  and 
Feridhanusetyawan  (1997)  which  show  that  Indo- 
nesia would  get  more  benefit  by  participating  in  the 
UR/WTO  rather  than  in  APEC  alone.  The  magni- 
tude of  the  welfare  gain  is  different  because  of  dif- 
ferent data  aggregation  and  different  detailed  tariff 
reduction  used  in  the  studies. 


have  high  protection  for  their  agricultural 
sector  is  mainly  due  to  the  removal  of  do- 
mestic distortion  and  reduction  of  tariff 
for  agricultural  imports.  The  removal  of 
both  domestic  distortion  and  border  pro- 
tection would  lead  to  more  efficient  do- 
mestic resource  allocation  and  cheaper  food 
and  agricultural  products  in  domestic 
market. 

However,  the  newly  industrialising  eco- 
nomies in  Asia  Pacific  such  as  Korea,  Ja- 
pan, Chinese  Taipei,  and  also  China  and 
Hong  Kong  would  benefit  more  by  par- 
ticipating in  APEC-IAP  alone,  rather  than 
participating  in  the  WTO/UR  liberalisation 
agenda.  This  is  reasonable  because  those 
East-Asian  countries  have  traditionally 
large  share  of  APEC  export  and  import. 
Those  newly  industrialised  countries  have 
been  traditionally  very  active  in  Asia-Pa- 
cific trade  for  years,  and  therefore,  when 
border  tariffs  in  Asia  Pacific  is  reduced, 
they  would  get  the  larger  benefit.  It 
is  true  that  they  would  get  additional 
benefit  by  removing  their  domestic  dis- 
tortion and  reducing  their  tariff  on  agricul- 
tural products,  but  the  benefit  from  more 
progressive  tariff  reduction  in  manufact- 
uring products  in  Asia  Pacific  is  more  su- 
perior. It  is  worth  mentioning  that  Japan 
is  the  big  winner  in  any  scenario  because 
Japan  has  a  very  large  share  of  APEC  ex- 
ports. Under  various  scenarios  of  trade  re- 
forms, Japanese  export  and  terms  of  trade 
would  increase,  and  both  of  them  would 
lead  to  large  welfare  gain. 

Column  3  of  Table  1  presents  the  wel- 
fare changes  as  a  result  of  combination  be- 
tween UR/WTO  and  APEC-IAP  trade  lib- 
eralisation. Most  economies  in  Asia  and  Pa- 
cific would  get  more  benefit  or  less  loss 
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by  participating  in  both  UR/WTO  and 
APEC-IAP  trade  liberalisation.  In  most  coun- 
tries, the  welfare  changes  are  between  0 
to  2  per  cent  of  their  GDP  in  1994.  Indone- 
sia would  gain  US$853  million  from  UR/ 
WTO  and  APEC-IAP,  and  this  gain  is 
about  twice  as  much  as  the  gain  from  par- 
ticipating in  UR/WTO  alone. 

In  CGE  modeling  of  international  trade, 
there  are  several  potential  sources  of  wel- 
fare changes  from  trade  liberalisation  for 
each  country.  To  understand  these  results, 
welfare  changes  are  broken  down  into 
three  components:  allocative  efficiency  ef- 
fects, terms  of  trade  effects,  and  marginal 
utility  of  income  effects  (Huff  and  Hertel, 
1997).  The  decomposition  of  welfare  gain 
and  loss  due  to  UR/WTO  and  APEC-IAP 
liberalisation  results  (scenario  3;  column 
3  in  Table  1)  are  presented  in  Table  2.  Al- 
locative efficiency  gain  is  obtained  when 
resource  are  reallocated  into  areas  of  more 
efficient  production.  It  can  be  seen  that 
these  are  positive  for  all  Asia  Pacific  re- 


gions covered  in  this  study.  The  other  re- 
gion, or  the  rest  of  the  world  (ROW)  will 
experience  a  decrease  in  welfare  because 
it  responds  to  APEC  liberalisation  by  shift- 
ing resources  from  more  to  less  efficient 
sectors  which  leads  to  lower  allocative  ef- 
ficiency. 

Another  source  of  welfare  gain  or  loss 
as  a  result  of  trade  liberalisation  is  due  to 
the  changes  in  terms  of  trade,  or  the  rel- 
ative price  of  exports  over  imports,  which 
may  improve  or  deteriorate  depending  on 
the  country's  own  and  other  countries' 
liberalisation.  If  the  change  in  terms  of 
trade  is  negative  and  large  enough,  then 
there  is  a  possibility  that  welfare  will  de- 
cline as  a  result  of  liberalisation.  In  other 
words,  the  loss  from  deteriorating  terms 
of  trade  dominates  the  benefit  from  in- 
creasing efficiency  in  domestic  resource 
allocation.  This  is  the  case  of  Malaysia 
and  Singapore,  and  also  Thailand  and 
Philippine  which  are  predicted  to  suffer 
from  trade  liberalisation  because  of  de- 


Table  2 


THE  IMPACT  OF  URUGUAY  ROUND  AND  APEC  TRADE  LIBERALISATION  ON  WELFARE 

(Change  in  Equivalent  Variation,  USS  Million) 


Region 

Change  in 
Welfare 
(Total) 

Allocative 
Efficiency  Effect 

Terms  of  Trade 
Effects 

MU  of  Income 
Effects 

NAM 

1,770.41 

8,602.01 

-6,831.27 

-0.33 

Japan 

67,610.05 

15,038.30 

52,611.06 

-39.32 

ANZ 

212.86 

901.74 

-689.13 

0.26 

China-Hongkong 

7,865.23 

6,090.23 

1.586.14 

8.86 

Chinese  Taipei 

4,577.31 

2,209.76 

2,378.06 

-10.51 

South  Korea 

5,669.01 

5,066.69 

612.50 

-10.18 

■Malaysia-Singapore 

-199.81 

300.35 

-500.12 

-0.04 

Thailand-Philippine 

-516.51 

2,920.48 

-3,437.14 

0.14 

Indonesia 

853.40 

995.08 

-141.72 

0.04 

ROW 

-35,825.54 

11,269.14 

•47,092.30 

-2.38 

TRADE  LIBERALISATION  IN  THE  ASIA  PACIFIC 
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teriorating  terms  of  trade.  Another  reason 
for  the  loss  is  the  high  level  of  protec- 
tion in  Thailand's  economy.  In  fact,  Thai- 
land has  the  highest  level  of  border  tar- 
iff among  Southeast  Asian  countries  (more 
than  37  per  cent  for  manufacturing  in  1993). 

The  final  contribution  of  welfare  ef- 
fects is  from  the  change  in  the  marginal 
utility  of  income.  The  assumption  of  non- 
homothetic  household  preference  permits 
the  changes  in  consumption  patterns  when 
income  increases.  When  policy  shocks  lead 
to  increases  in  household  utility,  the  pro- 
portion of  income  spent  on  inferior  goods 
reduces,  implying  more  income  available 
for  all  other  goods  and  a  positive  effect 
on  welfare  (Huff  and  Hertel,  1997).  The  re- 
sults in  this  study  show  that  the  contri- 
bution of  the  change  in  marginal  utility 
of  income  is  minimal,  and  this  depends 
greatly  on  the  assumption  about  para- 
meter in  the  utility  function. 


Resource  Reallocation 

Predicted  changes  in  sectoral  output  in 
Asia  Pacific  economies  are  presented  in 
Table  3.  The  result  clearly  show  that  the 
output  of  the  food  or  agricultural  sectors 
in  North  America,  Australia  and  New  Zea- 
land will  increase  as  a  result  of  trade  lib- 
eralisation through  the  WTO  and  APEC. 
All  other  regions  will  experience  decreases 
in  agricultural  outputs.  The  output  of  re- 
source and  manufacturing  sectors  in  most 
Asian  countries,  however,  are  predicted  to 
increase.  China  and  Hong  Kong,  and  also 
South  Korea  are  predicted  to  have  4  per 
cent  increase  in  their  resource  and  manu- 
facturing outputs.  The  increase  in  the  out- 


Table  3 

THE  IMPACT  OF  URUGUAY  ROUND  AND 
APEC  TRADE  LIBERALISATION  ON 
CHANGES  IN  OUTPUT 
(%  Change) 


Region  Food     Manufacturing  Services 


NAM 

3.44 

-1.22 

0.15 

Japan 

-4.78 

0.81 

0.10 

ANZ 

6,40 

-3.67 

0.03 

China- 

Hong  Kong 

-2.30 

3.93 

-1.08 

Chinese  Taipei 

-1.55 

1.43 

-0.58 

South  Korea 

-5.58 

3.95 

-0.49 

Malaysia- 

Singapore 

-4.33 

5.74 

-3.12 

Thailand- 

Philippine 

-5.62 

9.68 

-1.11 

Indonesia 

-3.42 

2.80 

-0.03 

ROW 

-0.30 

-0.58 

0.26 

put  of  resource  and  manufacturing  in  Ma- 
laysia, Singapore,  Thailand  and  Philippine 
are  predicted  to  be  even  higher  at  more 
than  5  per  cent.  In  terms  of  the  output  in 
services  sectors,  the  predicted  changes  are 
expected  to  be  minimal,  partly  because  ser- 
vices sectors  have  not  been  included  in 
the  trade  liberalisation  scheme  and  are  not 
modeled  in  the  simulation. 

Trade  liberalisation  will  certainly  lead 
to  broad  changes  in  the  structure  of  Indo- 
nesian economy.  Aggregate  output  will  shift 
out  from  agriculture  and  service  sectors 
to  manufacturing  'sectors.  The  productions 
of  the  food  and  agricultural  sectors  are  pre- 
dicted to  decline  by  3.4  per  cent,  while  the 
output  in  the  resource  and  manufacturing 
sectors  will  increase  by  2.8  per  cent  in  In- 
donesia. These  results  clearly  indicate  that 
protective  agricultural  policies  adopted  by 
Indonesia  would  lead  to  weak  performance 
of  agricultural  sector  in  the  more  liberal  and 
global  world  economy.  For  Indonesia,  the 
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decreasing  performance  of  agricultural  sec- 
tor, accompanied  by  larger  output  of  man- 
ufacturing sector  would  boost  the  structural 
transformation  to  more  industrialised  eco- 
nomy. 

The  changes  in  economic  structure  are 
also  reflected  in  the  significant  changes 
in  the  demands  for  factor  inputs.  The  ag- 
gregate demand  for  labour  and  capital  in 
the  agricultural  sector  will  decrease  by 
around  5  per  cent  in  Indonesia.  Labour  and 
capital  will  move  to  the  more  productive 
manufacturing  sector  where  demands  for 
labour  and  capital  are  predicted  to  increase 
by  around  3  per  cent.  In  Indonesia's  case, 
once  again,  this  will  lead  to  faster  labour 
market  transformation  characterised  by  la- 
bour movement  from  the  agricultural  sector 
to  non-agricultural  sectors  accompanied  by 
labour  market  tightening  and  increasing 
real  wages.  One  might  argue  that  smaller 
contribution  of  agricultural  sector  in  the 
economy  would  potentially  create  employ- 
ment problem  in  rural  areas.  Another  argu- 


ment, however,  views  that  slower  growth  of 
the  agricultural  sector  would  permit  other 
sectors  to  grow  faster  as  labour  moves  out 
from  the  agricultural  sector  and  enters  the 
more  productive  sectors. 

The  predicted  changes  in  Indonesia's 
pattern  of  trade  as  a  result  of  UR  and  APEC 
trade  liberalisation  are  presented  in  Table 
4.  While  the  agricultural  exports  are  pre- 
dicted to  decrease,  the  manufacturing  ex- 
ports will  increase  substantially.  Indone- 
sia's food  and  agricultural  exports  are 
predicted  to  decrease  by  11  per  cent  while 
their  imports  are  predicted  to  increase  by 
20  per  cent.  Indonesia's  total  export  in  re- 
source and  manufacturing  products  will 
increase  by  more  than  20  per  cent,  and  the 
export  to  North  America  alone  will  increase 
by  more  than  76  per  cent.  The  import  of 
resource  and  manufacturing  products  are 
also  expected  to  increase  by  16  per  cent. 
Import  of  manufacturing  products  from 
South  Korea,  for  example,  will  increase  by 
more  than  65  per  cent. 


Table  4 


THE  IMPACT  OF  URUGUAY  ROUND  AND  APEC  TRADE  LIBERALISATION  ON  INDONESIA'S  TRADE 

(%  Change) 


Indonesia 

World 

NAM 

Japan 

ANZ 

China- 
Hong 
Kong 

Chinese 
Taipei 

South 
Korea 

Malaysia- 
Singapore 

Thailand- 
Philippine 

ROW 

Export 

Food 

-11.1 

-13.6 

-31.8 

-6.5 

14.2 

-26.5 

-0,1 

-5.6 

13.8 

-5.6 

Resource . 

Manufacturing 

20.4 

76.6 

-0.8 

-21.2 

20.4 

-7.7 

-13.3 

-13.2 

-3.9 

70.2 

Services 

-1.9 

-16.5 

-5.3 

-13.0 

-1.0 

-3.0 

-5.5 

-6.3 

-5.9 

-18.2 

Import 

Food 

20.3 

51.1 

21.3 

29.0 

-2.7 

63.2 

32.3 

1.7 

12.4 

13.5 

Resource  + 

Manufacturing 

16.2 

29.8 

2.6 

0.2 

11.1 

39.6 

65.9 

4.1 

60.4 

9.2 

Services 

4.3 

16.5 

-11.0 

9.7 

13.0 

-6.3 

-6.2 

-6.0 

-6.4 

18.9 

TRADE  LIBERALISATION  IN  THE  ASIA  PACIFIC 
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Conclusion:  Lessons  for  Economic 
Cooperations 

Because  of  growing  economic  interde- 
pendence and  market  integration,  Asia  Pa- 
cific economies  realise  the  need  for  stronger 
economic  cooperation  in  the  region.  As  pol- 
icy changes  in  one  economy  could  easily 
be  transformed  to  other  countries,  every  eco- 
nomy realises  the  need  for  coordinating  its 
economic  policy  with  that  of  other  coun- 
tries. The  formation  of  various  economic  co- 
operations in  Asia  Pacific  (APEC,  NAFTA, 
AFTA,  etc.)  is  all  characterised  by  stronger 
move  for  trade  liberalisation. 

The  empirical  results  of  this  study 
showed  that  there  are  several  factors  deter- 
mining the  benefit  of  trade  liberalisation 
which  needs  "to  be  taken  into  account  in 
forming  the  economic  cooperation.  First, 
the  more  progressive  liberalisation  would 
lead  to  the  bigger  welfare  gain.  The  com- 
plete elimination  of  border  tariff,  for  ex- 
ample, would  lead  to  much  bigger  welfare 
compared  to  gradual  tariff  reduction. 

Second,  reduction  in  domestic  distortion 
or  domestic  deregulation  is  crucial  to  get  the 
most  from  trade  liberalisation.  The  Uruguay 
Round  agreement  that  reduced  domestic 
distortion,  for  example,  is  far  more  super- 
ior than  the  APEC-IAP  which  relies  merely 
on  border  tariff  reduction.  Less  distorted 
domestic  economy  would  lead  to  more  ef- 
ficient resource  allocation  and  increase  coun- 
try's competitiveness  in  the  world  market. 

Third,  countries  with  more  open  trade 
policy  and  larger  share  of  trade  in  their 
GDP  would  get  much  benefit  from  trade 
liberalisation.  East  Asian  economies  such  as 
Japan,  Korea,  Chinese  Taipei,  Hong  Kong, 
which  have  participated  extensively  in  the 


world  and  Asia  Pacific  trade,  will  get  the 
most  benefit  from  trade  liberalisation.  They 
are  used  to  be  exposed  to  international  com- 
petition and  will  survive  in  the  more  com- 
petitive world  market. 

Fourth,  the  larger  scope  of  international 
liberalisation  would  lead  to  larger  welfare 
gain.  It  has  been  shown  that  multilateral 
liberalisation  would  create  the  biggest  ad- 
ditional gain  to  the  world  welfare.  The 
formation  of  trading  bloc,  or  preferential 
trade  reform,  would  not  only  reduce  the 
world  welfare  but  also  decrease  the  indivi- 
dual country's  welfare. 

Indonesia  would  receive  US$853  mil- 
lion additional  benefit  from  participating 
in  UR/WTO  and  APEC  trade  liberalisation. 
The  participation  in  international  trade  lib- 
eralisation through  the  UR/WTO  commit- 
ments and  APEC-IAP  schedules  will  change 
the  structure  of  Indonesia's  economy.  Re- 
source will  move  from  the  agricultural  and 
services  sectors  to  resource  and  manufac- 
turing sector.  Export  of  manufacturing  prod- 
ucts will  increase,  accompanied  by  decreas- 
ing labour  and  capital  demands  in  the  agri- 
cultural and  services  sectors,  and  also  in- 
creasing imports  of  agricultural  and  ser- 
vices products.  Exports  of  agricultural  prod- 
ucts are  expected  to  decrease  by  11  per  cent 
while  the  imports  are  to  increase  by  20 
per  cent.  Both  export  and  import  of  re- 
source and  manufacturing  products  are 
predicted  to  increase  by  20  per  cent  and 
16  per  cent  respectively. 
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China's  Place  in  the  Region: 
The  Search  for  Allies  and  Friends* 


Wang  Gungwu 


THE  remarkable  record  of  China's 
economic  development  during  the 
past  two  decades  has  created  a 
new  role  for  China  to  play  in  the  21st  cen- 
tury. By  any  standards,  the  transition  from 
a  centrally  planned  system  to  one  that  en- 
courages private  enterprise  is  extraordin- 
ary and,  compared  with  the  madness  of 
the  Great  Proletarian  Cultural  Revolution, 
what  happened  was  incredible.  As  a  result, 
the  region  in  particular,  and  the  world  in 
general,  are  looking  at  China  as  a  future 
great  power. 

All  sorts  of  projections  have  been  made 
about  when,  and  not  if,  China  will  be  the 
dominant  power  in  East  and  Southeast 
Asia.  These  projections  have  led  to  prom- 
inence being  given  to  the  issue  of  China 
as  a  potential  threat  to  its  neighbours,  as 
a  regional  hegemon,  as  a  possible  expan- 
sionist empire.  This  has  cast  a  shadow  on 
China's  role  in  the  region  and  is  likely  to 
influence  the  way  the  Chinese  themselves 
see  that  role  in  a  suspicious  if  not  hostile 


Paper  presented  at  the  1997  Panglaykim  Me- 
morial Lecture,  Jakarta,  15  October  1997. 


world.  Given  the  strength  of  this  percep- 
tion of  China,  it  would  be  realistic  to  tackle 
the  subject  directly.  I  propose  to  do  so  by 
focusing  on  firstly,  the  external  perspect- 
ive of  the  China  threat  and  then,  on  how 
China  sees  itself,  especially  in  the  context 
of  being  regarded  as  a  threat.  Both  have 
a  vital  bearing  on  the  role  China  is  likely 
to  play  in  the  21st  century. 

I  shall  approach  China's  own  perspect- 
ive from  different  angles.  The  two  ques- 
tions I  will  ask  in  this  connection  are: 
Will  China  see  its  role  in  terms  of  a  nation- 
state  in  a  world  of  nation-states,  and  use  its 
emerging  power  as  an  extra-large  nation- 
state?  How  will  China's  cultural  heritage 
be  revived  or  transformed  to  meet  the  new 
threat  projections,  and  what  impact  would 
that  have  on  China's  place  in  the  region? 


The  China  Threat 

First,  the  external  perspectives  of  the 
China  threat.  There  are  several  major  reasons 
for  seeing  China  as  a  threat.  One  is  based 
on  a  reading  of  China's  history  as  a  dom- 
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inant  empire  in  Asia.  Another  is  based  on 
estimates  of  the  wealth  and  power  that 
China  will  wield  if  its  economic  develop- 
ment continues.  Others  are  concerned  with 
the  two  questions  I  asked  about  how  China 
sees  itself,  and  I  will  deal  with  that  later. 

A  recurring  theme  is  the  restoration  of 
China's  traditional  tributary  system  in  the 
region,  albeit  in  modern  guise.  It  suggests 
that  the  fear  of  China  stems  from  a  read- 
ing of  Chinese  history.  This  leads  us  to 
ask,  What  is  the  evidence  for  an  expan- 
sionist China  during  the  three  millennia 
of  formation,  establishment  and  consolida- 
tion of  the  empire?  What  is  the  function 
of  the  tributary  system  that  has  led  it  to 
be  seen  as  the  basis  of  a  "Chinese  world 
order?" 

During  the  first  two  millennia  to  the 
10th  century  A.D.,  there  were  two  distinct- 
ive developments.  The  northern  and  west- 
ern borders  were  porous  and  virtually  in- 
defensible. A  movable  frontier  divided  the 
sedentary  agricultural  regions  of  the  Yel- 
low River  valley  from  the  steppe  lands  of 
the  nomadic  tribes.  Eastwards  and  south- 
wards, there  was  room  for  expansion  to- 
wards the  sea.  That  expansion  had  begun 
with  trade,  but  state  formation  during  the 
first  millennium,  B.C.,  led  to  continuous 
internal  conflict  that  lasted  for  at  least  300 
years  and  ended  with  the  unification  of 
all  the  Warring  States  of  North  and  Cent- 
ral China  by  the  Qin  empire  in  the  3rd 
century,  B.C.  The  conquest  of  South  China 
was  part  of  the  momentum  of  Qin  armies 
marching  into  the  territories  of  the  very 
large  Chu  state  to  its  south.  But  once  the 
imperial  armies  reached  the  coast,  the  ex- 
pansion stopped. 
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After  that,  the  peoples  in  southern 
China  were  gradually  sinicised  through 
trading  relations  and  Han  Chinese  migra- 
tions. The  migrations  were  stimulated  in 
part  by  foreign  nomadic  invasions  of  the 
North  China  plains  and  the  economic  dis- 
ruptions that  ensued.  Independent  "em- 
pires" in  the  south  flourished  and  trade 
with  foreign  kingdoms  was  highly  de- 
veloped, including  diplomatic  and  naval 
visitations.  The  Chinese  described  these 
largely  trading  relationships  in  terms  of 
a  feudal  rhetoric  of  gifts  and  exchanges 
which  evolved  into  a  tributary  system. 
The  system  was  very  much  the  projection 
of  a  continental  mentality  that  anchored 
itself  to  deal  with  northern  enemies  and  re- 
mained uninterested  in  maritime  ventures. 
During  the  Tang  dynasty  (618-907),  south- 
ern China  had  become  an  integral  part  of 
Chinese  civilisation.  But  there  was  no  ex- 
pansion of  territory  southwards.  If  any- 
thing, China  lost  territory  when  Vietnam 
detached  itself  to  become  an  independent 
empire  during  the  10th  century. 

During  the  last  thousand  years,  from 
the  11th  to  the  20th  century,  China  has 
been  on  the  whole  defensive,  constrained 
and  inward-looking.  For  350  of  those  years, 
China  was  wholly  conquered  by  north- 
ern nomadic  tribal  confederations,  that  of 
the  Mongols  and  then,  after  a  break  of  276 
years,  that  of  the  Manchus.  And  for  more 
than  500  years,  the  northern  half  of  China 
was  never  free  from  non-Han  Chinese  rule. 
During  the  Qing  dynasty  (1644-1911),  the 
land  borders  were  extended,  but  largely 
into  areas  which  had  previously  been  in- 
side, or  on  the  landward  peripheries  of, 
earlier  Chinese  dynasties.  Notably,  there 
were  conquests  in  Mongolia  and  Xinjiang. 
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This  was  partly  in  response  to  Russian  ad- 
vances into  Central  Asia  and  Siberia,  and 
partly  defensive  efforts  to  strengthen  the 
less  stable  borders  in  the  north  and  west. 
Less  direct  were  the  claims  to  suzerainty 
over  Tibet,  but  these  claims  were  consol- 
idated in  the  18th  century.  Elsewhere,  the 
borders  were  pushed  south  into  Yunnan 
during  the  Yuan  (1279-1368)  and  the  Ming 
(1368-1644)  dynasties,  and,  in  view  of  the 
anti-Manchu  threat  from  Zheng  Cheng- 
gong  (better  known  as  Koxinga),  the  Qing 
extended  its  rule  across  the  Straits  to 
Taiwan  in  the  17th  century. 

Throughout  the  period,  all  foreign  re- 
lations were  conducted  through  the  tri- 
butary system,  which  remained  useful  as 
a  means  for  both  controlling  foreign  trade 
and  ensuring  minimum  security  on  the 
borders.  The  system  was  never  used  for  ter- 
ritorial expansion,  only  for  extending  in- 
fluence and  affirming  China's  interpreta- 
tion of  its  central  place  in  the  universe. 
The  system  provided  one  of  the  ways  of 
reminding  China's  neighbours  of  its  view 
of  its  own  centrality.  In  essence,  the  sys- 
tem was  used  to  stabilise  the  status  quo. 
This  was  particularly  true  for  the  coastal 
regions  where  there  had  never  been  any 
serious  threats  to  the  empire,  and  was  the 
key  to  the  special  relationship  between 
China  and  both  Vietnam  and  Korea.  But 
despite  the  long  history  of  that  relation- 
ship, today's  China  has  accepted  the  in- 
dependence of  both  those  countries,  fol- 
lowing brief  periods  when  Korea  was  part 
of  the  Japanese  empire,  and  Vietnam  part 
of  the  French  empire.  In  addition,  the  PRC 
has  acknowledged  the  independence  of 
the  Mongolian  republic. 


During  the  19th  century,  China's  bor- 
ders actually  shrank  in  Mongolia,  Man- 
churia, and  Xinjiang.  Largely  due  to  de- 
feats in  war,  China  lost  territory  to  Rus- 
sia; also,  in  1895,  the  defeat  by  Japan  (fol- 
lowed soon  after  by  Japan's  victory  over 
Russia  in  1904)  weakened  China's  posi- 
tion much  further.  China  continued  to 
be  divided  and  weak  until  the  reunifica- 
tion in  1949  and  the  establishment  of  the 
People's  Republic.  With  the  exception  of 
Mongolia,  the  borders  were  similiar  to 
those  of  the  Qing  empire.  Hong  Kong  has 
now  been  returned  to  China  and  Macau 
will  follow  suit  in  1999. 

The  only  outstanding  issues  within 
China's  borders  are, 

(a)  Taiwan:  this  could  be  described  as  a 
leftover  from  the  Civil  War,  but  it  is 
a  critical  problem  for  China.  It  is  a  re- 
sidual question  of  the  reunification, 
but  because  of  some  48  years  of  divi- 
sion, the  subject  has  far-reaching  ra- 
mifications involving  China's  interna- 
tional relations  with  the  U.S.  as  well  as 
Japan. 

(b)  Tibet:  this  is  not  a  matter  so  much  of 
disputed  territory  as  a  question  of  mi- 
nority rights.  It  is  likely  to  continue 
to  be  a  cultural  and  moral  dilemma  for 
China,  but  it  is  not  a  question  of  expan- 
sion outside  accepted  Chinese  borders. 

In  short,  Chinese  history  does  not  pro- 
vide any  convincing  argument  for  an  ex- 
pansionist China.  References  to  a  return  to 
some  sort  of  tributary  system  not  only  mis- 
represent the  system  to  imply  dominance 
and  potential  expansionism,  but  are  also  tot- 
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ally  anachronistic.  The  world  has  changed 
enormously.  Given  the  international  system 
of  nation-states  and  the  interdependent  net- 
works of  a  market  economy,  any  return  to 
a  system  largely  based  on  feudalists  rela- 
tionships simply  will  not  be  acceptable,  not 
even  to  the  Chinese. 

However,  there  are  new  issues,  all  in- 
volving maritime  disputes,  something  tradi- 
tional China  has  never  been  interested  in 
the  past.  I  refer  to  the  disputes  over  the 
Paracels,  the  Spratlys  and  the  Diaoyutai 
islands  in  the  South  and  East  China  Seas. 
This  new  interest  in  the  sea  stems  from 
the  painful  lessons  learnt  from  having 
neglected  coastal  and  ocean-going  matters 
for  centuries,  neglect  which  resulted  in 
China's  defeat  by  the  British  in  the  Opium 
Wars  and  the  century  of  humiliation  which 
followed.  Any  consideration  of  these  new 
disputes  should  take  into  account  that  the 
issues  have  no  precedents  in  Chinese  his- 
tory. They  are  modern  problems  of  inter- 
national relations,  and  China  must  deal 
with  them  in  terms  acceptable  to  the  rest 
of  the  world. 

The  Diaoyutai  protests  in  1972  and 
in  1996  show  how  easily  this  issue  can  be 
contained  if  both  China  and  Japan  want 
to  do  so.  It  is  not  itself  of  importance  and 
would  only  surface  if  other  much  more 
substantial  matters  cause  Sino-Japanese 
relations  to  break  down.  Similarly  with  the 
Paracels,  which  is  a  residual  dispute  which 
China  and  Vietnam  could  sort  out  without 
disrupting  regional  relationships.  Calls  for 
the  United  States,  or  Japan,  or  the  Associ- 
ation of  Southeast  Asian  Nations  (ASEAN), 
to  take  vigorous  action  against  China  be- 
cause Vietnam  must  be  right  and  China  must 
be  wrong  would  be  counter-productive. 
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As  for  the  Spratlys,  there  are  genuine 
disputes  here.  This  is  the  most  sensitive 
matter  for  China's  relations  with  Southeast 
Asia.  The  point  here  is  that,  in  terms  of 
disputed  territory,  the  Spratlys  is  the  only 
one  which  is  serious,  and  on  which  there 
is  no  agreement  about  the  claims  made. 
None  of  the  claimants  have  convincing 
cases  that  have  been  confirmed  by  histor- 
ical records  or  by  international  courts.  Hence 
the  uncertainty,  and  the  need  for  care- 
ful negotiations  among  those  directly  in- 
volved about  each  individual  claim.  If 
badly  handled,  these  could  strain  relations 
in  the  region,  but  the  disputes  in  them- 
selves do  not  represent  any  threat  against 
any  of  China's  neighbours.  If,  however,  out- 
side powers  decide  unilaterally  that  other 
claimants  have  better  claims  and  try  to  in- 
terfere on  their  behalf  against  China,  that 
would  raise  the  stakes  considerably.  Any- 
thing that  looks  like  a  strategic  ganging 
up  against  China  would  seriously  destabil- 
ise the  region. 

Wealth  and  Power 

The  second  reason  why  there  are  per- 
ceptions of  a  future  China  Threat  stems 
from  estimates  of  the  wealth  and  power 
that  China  will  wield  if  its  economic  devel- 
opment continues.  Will  economic  growth 
lead  China  to  become  the  world's  largest 
economy,  from  no.  3  to  no.  1,  sometime  to- 
wards the  middle  of  the  21st  century? 

The  projections  that  point  to  this  are 
misleading.  They  fail  to  highlight  the  enorm- 
ous problems  the  country  faces  in  trying 
to  straddle  a  Leninist  political  structure  and 
a  market  economy  at  the  same  time.  The 
great  inequalities  in  income  and  the  un- 
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even  distribution  of  wealth  and  develop- 
ment across  the  vast  country  are  well-docu- 
mented. There  is  considerable  unemploy- 
ment or  underemployment,  and  many  bottle- 
necks in  the  economy  which  are  vulnerable, 
especially  structural  reforms  pertaining  to 
the  state-owned  enterprises.  The  country 
will  continue  to  depend  on  large  inflows  of 
foreign  direct  investment  (especially  from 
HK  and  Taiwan).  It  will  also  increasingly 
be  open  to  uncertainties  on  China's  bor- 
ders, including  many  matters  that  are  be- 
yond its  control. 

There  is  therefore  every  reason  for  China 
to  be  extremely  careful  about  preserving  fa- 
vourable conditions  for  economic  growth  ~ 
and  this  means  ensuring  a  peaceful  envir- 
onment as  long  as  possible.  That  same  en- 
vironment would  also  mean  that  China's 
neighbours  will  be  able  to  enjoy  opportun- 
ities to  develop  strongly,  and  keep  up 
with  China's  economic  growth.  If  its  relat- 
ivities remain  about  the  same,  there  will 
be  less  reason  for  conflicts  to  occur.  This 
is  a  very  big  "if,  but  it  has  more  to  do 
with  good  management  both  in  China  and 
among  its  neighbours  and  a  Chinese  leader- 
ship that  is  prepared  to  go  through  fur- 
ther reforms,  and  very  little  to  do  with 
China  being  a  threat  to  its  neighbours. 

What  about  the  military  buildup,  the 
modernisation  of  the  People's  Liberation 
Army?  All  studies  show  rapid  growth  in 
the  military  budget  and  the  updating  of 
defensive  hardware  has  been  going  apace. 
In  addition,  there  has  been  continuous  up- 
grading of  skills  and  training.  Of  course 
this  had  all  begun  from  a  low  base,  especial- 
ly if  we  note  that  the  PLA  still  has  mostly 
outdated  military  equipment  and  weaponry. 


This  matter  obviously  needs  continuous 
monitoring,  but  nothing  has  been  alarming 
to  the  neighbourhood  so  far  largely  because 
of  overwhelming  U.S.  military  superiority 
and  the  continued  U.S.  presence  in  the 
Asia  Pacific  region.  Obviously,  all  countries 
must  look  to  their  defences  and  do  every- 
thing they  can  to  ensure  security.  If  every- 
one did  so  in  a  more  or  less  open  manner, 
including  China,  and  recent  trends  point  in 
that  direction,  it  would  reduce  unnecessary 
fear  and  anxiety,  and  thus  ultimately  lower 
the  risks  of  open  conflict. 

I  do  not  want  to  over-simplify  here.  There 
are  potential  areas  of  tension  in  the  rela- 
tions between  China  and  its  neighbours, 
and  between  China  and  the  U.S.  There  will 
always  be  the  need  for  vigilance.  But  an 
arms  race  accompanied  by  belligerent  or 
alarmist  rhetoric  is  not  the  solution.  In  the 
region  itself,  the  institutions  that  have  been 
created  by  ASEAN,  notably  the  ASEAN 
Regional  Forum,  are  good  examples  of  what 
can  be  done  to  reduce  misunderstandings. 
The  APEC  Forum  can  also  serve  as  another 
means  of  promoting  relationships  that  en- 
courage mutual  respect  and  exchange  of 
sensitive  and  strategic  information. 

No  less  important  are  regular  contacts 
between  China  and  powers  like  the  United 
States  and  Japan,  and  also  between  China 
and  neighbours  like  India,  Russia,  and  the 
Muslim  states  in  Central  Asia.  If  the  Euro- 
pean Union,  or  at  least  some  of  its  major 
member-states,  also  increase  their  involve- 
ment in  Asia  development,  the  involvement 
of  a  larger  number  of  long-distance  and  in- 
ternational players  would  greatly  strengthen 
the  security  networks  which  the  region  is 
building  up.  The  use  of  multilateral  link- 
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ages  that  are  built  upon  the  system  of  na- 
tion-states accepted  by  most  countries  would 
ease  the  burdens  that  the  U.S.  has  had  to 
carry,  and  it  would  do  so  in  a  way  that  does 
not  threaten  any  single  country. 

A  Normal  Nation-State 

Let  me  turn  to  the  question  of  how  China 
sees  itself.  Will  China  use  its  emerging  po- 
wer as  an  extra-large  and  domineering  nation- 
state  to  threaten  other  nation-states? 

China  has  often  been  accused  of  not  be- 
having as  a  normal  nation-state  and  has 
been  described  as  a  Civilisation-State.  What 
does  this  mean?  Old  Confucian  imperial 
states  were  based  on  the  idea  of  a  univer- 
sal ideology  and  a  high  degree  of  cultural 
homogeneity  ~  and  there  was  a  unique  mix- 
ture of  Confucianism,  Buddhism  and  Tao- 
ism for  the  majority,  which  is  not  true  for 
at  least  provinces  like  Tibet,  Qinghai,  Xin- 
jiang, Ningxia,  and  Inner  Mongolia.  Using 
that  traditional  way  of  defining  the  civil- 
isation, that  majority  mix  of  moral  and  re- 
ligious values  and  social  institutions  should 
make  Korean  and  Vietnamese  cultures  have 
more  in  common  with  those  of  Han  China 
than  those  of  some  border  provinces. 

The  present  leaders  are  not  influenced 
by  such  a  view.  We  have  seen  official  Con- 
fucianism rejected  after  the  May  Fourth 
Movement  that  started  in  1919.  During  the 
first  three  decades  of  the  PRC,  both  Bud- 
dhism and  Taoism  were  also  rejected.  There 
was  almost  nothing  from  ancient  Chinese 
civilisation  that  the  Maoist  revolutionary 
government  would  accept.  In  recent  years, 
however,  there  is  evidence  that,  by  turn- 
ing away  from  an  earlier  internationalism 
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(as  represented  by  the  Communist  Interna- 
tional), even  the  communist  theorists  have 
agreed  that  modern  nationalism  is  once 
again  a  powerful  force  to  be  reckoned  with 
and  one  that  can  useful  to  China. 

How  does  an  imperial  state  become  a  na- 
tion-state? The  modern  nation-state  spread 
widely  from  western  Europe  and  became 
the  political  form  which  all  former  Euro- 
pean colonies  chose  to  emulate.  Even  non- 
colonies  in  Asia  like  Japan,  Thailand  and 
Iran,  late  in  the  19th  century,  accepted  that 
the  modern  world  would  have  to  be  based 
on  nation-states.  But  not  all  countries  or 
former  colonies  are  natural  nation-states.  A 
most  important  exception,  for  example,  was 
India.  When  it  became  independent,  it  was 
clear  that,  if  nations  were  defined  narrowly 
as  in  most  of  Europe,  India  was  really  a 
state  of  many  possible  nations,  something 
like  a  multi-national  state. 

Modern  China  inherited  a  deep-rooted 
empire  in  which  an  agrarian  Han  majority 
lived  for  centuries  with  scores  of  nomadic 
peoples,  hill  tribes  and  forest  minorities. 
Over  the  centuries,  the  Han  had  increased 
enormously  in  numbers,  while  the  minor- 
ity groups  strengthened  their  various  home- 
lands. In  this  way,  the  transformation  into 
a  republic  made  20th  century  China  like 
another  kind  of  multinational  state.  This 
China  is  not  like  the  Union  of  India  which 
behaves  almost  like  a  federal  state,  with 
the  centre  retaining  considerable  reserve 
powers  to  intervene.  China,  on  the  other 
hand,  preserved  the  highly  centralised  state 
that  had  always  sought  to  control  every- 
thing within  its  borders.  After  Deng  Xiao- 
ping introduced  his  economic  reforms  in 
the  late  1970s,  this  position  has  under- 
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gone  major  changes.  Centralisation  has 
been  much  weakened.  The  complex  centre- 
provinces  relationships  may  appear  fa- 
miliar, but  they  are  very  subtle  and  multi- 
layered.  They  are  not  dependent  on  legal 
and  constitutional  definitions  but  partly  on 
communist  party  discipline  and  partly  on 
personal  and  informal  linkages.  The'  rela- 
tionships are  still  evolving  and  may  change 
and  take  different  shapes  in  different  parts 
of  the  country. 

Would  a  federal  structure  for  such  a 
large  country  work  better?  Is  there  any  pro- 
spect for  federalism?  Official  and  formal 
federalism  is  out  of  the  question.  It  goes 
too  much  against  the  grain,  against  at  least 
two  thousand  years  of  history.  But  some- 
thing like  the  kinds  of  compromise  neces- 
sary to  facilitate  local,  and  provincial  de- 
cision-making, especially  where  it  concerns 
wealth-production,  seem  definitely  practic- 
able. The  political  and  administrative  ra- 
mifications of  these  developments  are  still 
unfolding.  One  thing  appears  certain.  They 
are  not  pointing  to  an  imminent  break-up 
of  China,  as  in  the  Soviet  Union,  nor  to  a 
new  era  of  warlordism.  This  is  an  important 
given  in  China's  future  place  in  the  region. 

What  about  nationalism  as  a  force  for 
nation-building?  There  has  recently  been  a 
rash  of  writings  that  refer  to  a  new  spirit 
of  "nationalism"  that  is  readily  replacing 
communism  among  some  people.  Given  the 
conditions  of  relative  openness  to  the  world, 
of  rapid  change  within  Chinese  society,  as 
well  as  of  severe  economic  restructuring, 
this  is  not  difficult  to  understand.  The  lack 
of  strong  idealism  and  the  loss  of  the  ear- 
lier ideological  underpinnings  have  led  to 
anxiety,  even  fear.  And,  for  those  who  are 


not  adapting  to  the  new  competitive  mar- 
ket system,  the  uncertainty  may  be  even 
greater.  Nevertheless,  it  is  debatable  if  the 
new  nationalism  is  aroused  by  internal  fac- 
tors. The  most  popular  books  that  seek 
to  represent  the  neo-nationalism  are  more 
concerned  that  China  is  being  once  again 
bullied  by  a  foreign  power,  in  this  case, 
the  United  States.  It  is  doubtful  if  they 
genuinely  reflect  popular  feeling  today, 
but  if  there  should  be  evidence  of  unjusti- 
fied foreign  hostility  towards  China,  this 
nationalism  would  certainly  become  an 
important  factor  in  future  policy-making  by 
PRC  leaders. 

We  would  expect  such  nationalist  aware- 
ness to  produce  growing  interest  in  the 
sort  of  nation  that  China  is  going  to  be- 
come. The  dominance  of  the  Han  majority 
(well  over  90  per  cent  of  the  total  popula- 
tion) is  clear.  But  the  PRC  has  always 
claimed  to  have  policies  that  respect  the 
minorities.  Officially,  there  are  55  minor- 
ity groups.  In  the  constitution,  different 
levels  of  autonomous  entities  and  admin- 
istrations have  been  established.  There  is 
no  assimilation  policy,  even  though  minor- 
ity children  are  expected  to  learn  the  Chi- 
nese language  and  are  largely  taught  with 
Chinese  as  the  medium  of  instruction  at 
the  secondary  and  tertiary  levels.  Thus,  in 
practice,  China  is  a  kind  of  multicultural, 
multilinguistic,  and  multinational  country. 
Any  further  development  of  modern  na- 
tionalism will  have  to  take  this  into  ac- 
count, and  guard  against  it  becoming  a 
source  of  conflict  and  instability  between 
the  majority  and  minority  peoples. 

The  most  testing  case  for  the  PRC  has 
already  raised  its  head.  Xinjiang  is  the  most 
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sensitive  border  province  because  of  the 
volatility  of  the  Central  Asian  Muslim  re- 
publics that  have  become  independent 
from  Russia.  The  Uighurs  there  not  only 
share  a  common  history  and  culture  with 
the  neighbouring  Turkic-speaking  coun- 
tries, but  also  have  in  Islam  a  universal 
and  all-embracing  faith.  The  religion  does 
not  stop  at  the  Xinjiang  border,  nor  is  it 
likely  to  allow  its  believers  to  be  content 
to  be  marginal  Chinese.  It  is  here  that  na- 
tionalism acts  as  a  double-edged  sword.  How 
Beijing's  Han  Chinese  leaders  can  pacify 
their  Xinjiang  minorities  and  win  them 
to  a  commitment  towards  China  will  be  a 
major  test  of  whether  the  modern  national- 
ism of  a  normal  nation-state  is  viable  in 
China  as  a  unifying  rather  than  a  divisive 
force. 

Finally  a  brief  word  about  restoring  all 
of  China's  territories.  This  has  been  focus- 
ed on  Hong  Kong  for  the  past  decade  and 
a  half  and  Macau  is  next.  .Hong  Kong  is 
the  first  place  where  restoration  to  China 
has  been  peacefully  negotiated.  That  should 
have  an  impact  on  future  negotiations 
over  Taiwan,  the  last  area  awaiting  restora- 
tion. But  Taiwan  is  a  much  more  complic- 
ated issue  that  needs  a  long  view.  Its  in- 
tegration with  the  mainland  certainly  can- 
not be  rushed.  On  the  other  hand,  there 
are  great  dangers  here,  perhaps  as  much 
arising  from  political  pressures  within 
Taipei  as  with  countervailing  forces  in 
Beijing.  And  the  international  dimension 
involving  the  U.S.  and  Japan  can  never  be 
ignored.  There  is  much  room  for  miscalcu- 
lation, especially  if  emotional  forces  play 
their  part  in  factional  politics  and  in  the 
formation  of  Chinese  policy  on  Taiwan. 


Possibly  the  most  difficult,  however, 
would  be  the  question  of  Taiwanese  na- 
tionalism and  a  future  nation-state  in  Tai- 
wan. This  would  conflict  directly  with  the 
historical  heritage  that  stresses  ethnicity 
and  civilisational  identity.  The  idea  of  a 
modern  Taiwan  nation  combined  with  the 
national  minorities  question  would  great- 
ly trouble  China's  progress  towards  a  na- 
tion-state. Intractable  problems  like  these 
will  drive  the  Chinese  leaders  back  to  a 
greater  emphasis  on  the  supremacy  of  the 
state  in  a  multinational  China.  Early  this 
century,  both  Guomindang  and  Communist 
leaders  had  discovered  the  power  of  the 
modern  national  state.  Facing  the  problem 
of  Taiwan,  the  government  in  Beijing  will 
seek  to  restore  more  of  the  central  power 
that  it  had  had  during  its  first  three  de- 
cades. A  country  in  which  the  state  takes 
such  precedence  would  be  a  serious  con- 
straint for  any  liberal  and  democratic 
urges  that  its  peoples  may  have.  In  this 
context,  the  issue  of  Taiwan  and  what  it 
stands  for  is  not  only  one  of  reunification 
with  or  without  the  use  of  force.  It  also 
has  the  potential  to  challenge  the  very  self- 
image  of  China  as  a  modern  nation-state 
and  stir  up  forces  which  would  be  diffi- 
cult for  Beijing  to  control. 


The  Cultural  Heritage 

Let  me  now  turn  to  the  second  of  the 
ways  that  China  sees  itself.  I  have  asked 
the  question,  how  will  China's  cultural  her- 
itage be  revived  or  transformed  to  meet  the 
new  threat  perceptions,  either  of  threat  by 
China  or  threat  to  China?  What  impact  would 
that  heritage  have  on  allies  and  friends? 
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The  background  is  clear.  The  years  of 
reform  have  been  astonishingly  successful. 
There  is  now  the  likelihood  of  significant 
cultural  change.  This  includes  both  a  readi- 
ness to  learn  from  the  capitalist  world  and 
a  return  to  respect  for  Chinese  history  and 
China's  past  achievements.  Between  restora- 
tion and  revolution,  the  former  dominates 
the  policies  and  goals  today.  Beneath  the 
rhetoric,  a  deeper  and  more  permanent  re- 
volution in  values  is  taking  place.  If  that, 
however,  is  not  encumbered  by  visions  of 
future  threats  by  powerful  neighbours  or 
clusters  of  neighbours,  it  is  likely  to  be  an 
irreversible  set  of  changes. 

The  lack  of  a  strong  and  unified  ideo- 
logy may  be  a  weakness  in  a  society  accus- 
tomed to  having  one,  but  such  a  lack  is  a 
refreshing  change  and  may  also  be  a  bless- 
ing. What  would  cause  concern  is  for  the 
Chinese  people  to  go  on  for  much  longer 
without  a  cultural  core,  a  system  of  moral 
values  which  they  could  all  identify  with. 
On  the  surface,  there  is  intense  debate 
among  those  torn  between  those  who  are 
still  true  to  socialism  and  those  who  are 
ready  to  go  the  whole  way  with  capitalism. 
But,  of  increasing  interest  is  the  way  a  mix 
of  moral-spiritual  and  materialist  values 
rooted  within  China  is  being  pit  against  a 
set  of  foreign  but  modern  values  which 
have  begun  to  attract  general  and  intellec- 
tual appreciation. 

For  all  the  talk  about  Confucianism  re- 
covering part  of  its  traditional  position  as 
a  state  ideology,  wide  acceptance  of  such 
a  development  by  the  Chinese  people  is  un- 
likely, if  not  impossible.  Large  numbers. of 
people  are  seeking  a  personal  autonomy  to 
find  and  practise  their  own  faith,  including 


millions  of  those  who  have  rediscovered 
Buddhism  and  Taoism,  or  are  practising 
Muslims.  The  small  Christian  congregations 
in  China  may  never  match  the  other  group- 
ings in  size  and  distribution,  but  the  in- 
tensity of  faith  that  they  represent  will 
serve  as  a  reminder  that  there  are  alternative 
world-views  outside  China  which  deserve 
respect.  Among  them  are  those  who  have 
also  found  the  austere  and  demanding  Con- 
fucian ideals  surprisingly  satisfactory  at  a 
personal  level.  Increasingly,  these  practices 
and  ideals  will  find  genuine  religious  or 
semi-religious  expression,  and  restore  a  more 
spiritual  life  to  individuals  and  their  fam- 
ilies than  has  been  possible  for  decades. 

It  has  been  reported  that,  without  a  moral 
core  in  a  society  that  is  changing  rapidly 
in  uncertain  directions,  there  is  some  nos- 
talgia for  Mao  Zedong.  There  are  even  men- 
tions of  Neo-Maoism.  But  such  desultory 
and  scattered  nostalgia  for  a  Maoist  past 
is  superficial,  more  pathetic  than  giving 
cause  for  alarm.  Without  a  similar  Mao-like 
or  Deng-like  leader  today,  the  new  leaders 
have  to  adjust  to  more  mundane  changes, 
especially  those  demanded  of  them  by  the 
sustained  evolution  of  the  market  economy. 
At  best,  they  will  try  to  keep  as  much  of 
the  present  forms  and  structures  as  long 
as  possible,  and  gradually  jettison  those 
that  are  no  longer  effective.  If  they  fail  to 
do  the  latter  when  developments  require 
them  to,  it  could  lead  to  an  erosion  of  cred- 
ibility and  moral  authority  and  that  would 
seriously  undermine  the  role  that  China 
hopes  eventually  to  play. 

The  combined  force  of  liberal  demo- 
cracy and  modern  nationalism  could  make 
a  contribution  to  the  new  set  of  cultural 
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norms.  The  former  could  in  time  moderate 
the  possible  excesses  of  the  latter,  while 
nationalism  could  give  liberal  democracy 
more  vigour  and  a  more  focused  sense  of 
direction.  Has  this  form  of  democracy  got 
a  chance  in  China?  All  the  evidence  sug- 
gests that  it  does  not,  at  least  not  for  a 
long  time.  The  often-mentioned  reason  for 
this  is  that  the  present  leaders  want  to 
stay  on  in  power,  and  liberal  democracy 
is  dangerous  to  them.  What  has  not  been 
given  enough  weight  is  the  view  that  a 
poor  developing  country  of  this  size,  with 
the  largest  population  in  the  world,  can- 
not afford  a  risky  experiment  in  the  midst 
of  one  of  the  most  remarkable  transforma- 
tions in  modern  history.  And,  there  is  also 
the  view  that  good  government  by  strong 
leaders  is  more  important  for  rapid  eco- 
nomic development.  Many  countries  in  Asia 
attest  to  this  conclusion,  although  there  are 
many  negative  examples  of  strong  leaders 
leading  bad  governments.  Nevertheless,  there 
is  greater  freedom  in  China  today,  not  only 
in  business  and  competition,  but  also  in 
discourse  and  learning,  than  anyone  could 
have  expected  two  decades  ago.  That  free- 
dom, taken  together  with  greater  economic 
development,  offers  an  alternative  route  to 
cultural  change.  Whether  or  not  that  change 
will  shape  a  new  and  distinctive  role  for 
China  to  play  in  the  21st  century  will  de- 
pend on  how  it  is  used  to  create  a  new 
world  of  allies  and  friends. 


China  in  the  Region 

There  are  norms  and  rules  governing 
the  idea  of  allies  and  friends  in  political  re- 
lationships. The  Chinese  understand  from 
their  history  that  alliances  and  friendships 


between  polities  do  require  degrees  of  cul- 
tural harmony.  These  are  likely  to  be  more 
precarious  when  there  is  cultural  disson- 
ance. Many  countries  in  Asia  are  increas- 
ingly conscious  that  the  norms  of  beha- 
viour and  discourse  in  such  relationships 
today  have  been  established  by  the  West 
These  norms  come  from  a  distinct  political 
culture  that  was  evolved  in  Europe  from  a 
particular  state-system.  The  system  was 
then  spread  around  the  world  by  the  ag- 
gressive and  expansionist  power  of  19th 
century  Western  civilisation. 

I  have  suggested  earlier  that  China  un- 
derstands and  accepts  these  norms  as  a 
means  to  protect  its  sovereignty  and  na- 
tional integrity.  It  has  tried  to  model  its  in- 
ternational behaviour  on  the  Great  Powers 
and  has  moved  away  from  the  hierarchical 
view  that  underlies  the  tributary  relation- 
ships of  the  past.  But  the  state-system  of 
the  Great  Powers  has  itself  been  evolving. 
International  relations  theory  changes  with 
new  realities.  Most  recently,  the  end  of  the 
Cold  War  has  removed  what  had  been  the 
central  balance  managed  by  two  superpo- 
wers. China  has  been  deeply  affected  by 
this  change,  especially  by  the  idea  that  the 
world  will  be  dominated  by,  if  not  depend- 
ent on,  one  superpower,  the  United  States. 
They  are  reminded  from  their  own  history 
that,  when  many  states  struggle  for  power 
and  wealth,  one  must  guard  against  a  he- 
gemon  emerging  to  dominate  all  the  others. 
They  are  not  sure  that  the  present  situa- 
tion is  analogous  to  the  past,  but  they  have 
found  the  idea  helpful  in  their  own  analysis 
of  future  relations  with  the  United  States. 

The  Chinese  had  enjoyed  the  happy 
years  of  the  1980s  before  the  Tiananmen  tra- 
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gedy  of  1989,  when  relations  between  China 
and  the  United  States  could  not  have  been 
better.  The  Chinese  leaders  were  bewilder- 
ed when  American  public  opinion  turned 
hostile  because  of  their  use  of  the  People's 
Liberation  Army  against  unarmed  stu- 
dents in  order  to  restore  order.  While  the 
leaders  recognise  the  tragedy  as  a  setback, 
they  see  it  as  largely  a  temporary  failure 
in  good  management.  Lessons  have  been 
learnt  and  the  mistake  is  not  to  be  repeated. 
They  are,  therefore,  genuinely  surprised  at 
how  unforgiving  some  influential  American 
leaders  have  been  about  this  whole  matter. 

Many  Chinese  leaders  now  think  that 
this  change  in  attitude  towards  China  is 
really  part  of  a  grand  strategy  to  keep 
China  poor  -and  destabilised  in  order  to 
preserve  U.S.  dominance  in  Asia.  They  do 
not  always  accept  that  the  U.S.  does  not 
need  to  do  that  to  remain  preeminent  in 
the  region.  Their  understanding  of  the  mod- 
ern state-system  recognises  that,  in  a  world 
that  is  getting  smaller  and  more  interde- 
pendent, there  are  informal  empires  of  clients, 
satellites  and  dependencies  that  are  bound 
together  by  the  superior  forces  of  modern 
communications  technology.  Some  Chi- 
nese are  inclined  to  believe  that  the  U.S. 
will  try  to  consolidate  alliances  along  such 
lines.  And  it  will  take  time  for  them  to  re- 
assure themselves  that  such  a  system  will 
not  end  with  China  being  bounded  by  a 
chain  of  countries  that  are  allied  and  friend- 
ly to  a  hostile  power. 

To  most  Chinese  leaders,  it  is  a  measure 
of  a  world  at  disequilibrium  if  China  does 
not  have  a  place  of  respect  commensurate 
with  its  size  and  history.  After  years  of 
ideological  correctness,  China  now  has  a 


pragmatic  and  flexible  approach  in  its  re- 
lations with  its  neighbours.  Today,  the  most 
important  goal  of  China's  foreign  policy 
in  the  region  is  to  make  friends  and  find 
real  allies  there.  If  they  can  do  so  while  con- 
tinuing with  its  successful  economic  re- 
forms, this  would  be  ideal.  If  they  can  do 
so  without  incurring  United  States  suspi- 
cion that  China  seeks  to  replace  them  as 
the  dominant  regional  power,  that  would 
be  even  better. 

Thus  the  priorities  are  clear:  economic 
growth  and  political  stability  within  the 
country  would  provide  the  foundations 
for  secure  borders  and  stable  relationships 
with  China's  neighbours.  Three  of  the  danger 
points  are  obvious:  attempts  to  internation- 
alise the  Taiwan  question;  the  Korean  pen- 
insula and  the  uncertain  outcome  of  any 
attempt  at  reunification;  and  any  effort  to 
exploit  differences  between  China  and  the 
ASEAN  states.  With  each  of  them,  the  re- 
spective roles  of  the  United  States  and  Ja- 
pan have  been  given  maximum  attention. 

Let  me  quickly  examine  these  points  be- 
fore I  conclude.  I  have  already  mentioned 
the  Taiwan  issue  in  the  context  of  the  China 
threat  to  peace  in  the  region.  No  less  sig- 
nificant is  the  threat  to  the  sovereignty 
and  integrity  of  China  if  powers  like  the 
United  States  and  Japan  intervene  either 
directly  or  indirectly  in  Taiwan's  active 
quest  for  international  space.  It  would  be 
dangerous  to  underestimate  how  much  ex- 
ternal interference  could  threaten  regional 
stability  here.  Despite  the  protestations  of 
both  the  U.S.  and  Japan  that  their  defence 
arrangements  are  not  intended  to  apply  to 
the  Taiwan  area,  the  Chinese  remain  con- 
vinced that  the  arrangements  will  spill 
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over  easily.  If  it  does,  it  will  disrupt  efforts 
to  keep  the  issue  as  one  between  two  sets 
of  Chinese  political  actors. 

As  for  the  Korean  peninsula,  China  has 
maintained  a  subdued  presence.  Consider- 
ing how  close  both  protagonists  are  to 
China,  and  not  only  territorially,  you  may 
find  it  surprising  that  China  has  not  been 
more  active  in  reducing  tension  between 
the  two.  The  situation  is,  however,  full  of 
contradictions  for  China.  It  had  fought  in 
the  Korean  War  and  sided  fully  with  the 
north  for  nearly  30  years.  It  then  turned  to 
the  south  for  close  economic  relations  and 
abandoned  the  closed  door  approach  that 
the  north  still  insists  on.  Its  position  is  so 
delicate  that  the  diplomatic  skill  required 
of  China  is  extremely  demanding.  If  any- 
thing, it  demonstrates  that  when  China 
needs  to  focus  its  mind,  it  can  do  so  with 
great  sensitivity.  Whether  this  is  due  more 
to  a  traditional  appreciation  of  the  Sino- 
Korean  relationship,  or  whether  it  is  evid- 
ence of  the  Chinese  mastery  of  modern 
state-system  diplomacy,  is  difficult  to  de- 
termine at  this  stage.  The  subtlety  of  the 
methods  employed  to  avoid  tension  and 
conflict  points  to  two  things.  China  has  a 
keen  sense  of  danger  to  its  borders  and  its 
security.  It  also  has  the  will  to  tread  warily 
in  the  search  for  long-term  and  peaceful 
solutions  to  intractable  problems. 

China's  ability  to  cooperate  with  all  the 
powers  concerned  suggests  that  China's  re- 
cent diplomatic  activities  in  Southeast  Asia 
could  develop  along  the  same  lines.  If  it 


continues  to  act  with  great  attention  to  in- 
ternational niceties,  this  will  help  China  to 
win  friends  and  allies  in  the  region.  Al- 
ready, its  performance  at  APEC  and  ASEAN 
Regional  Forum  (ARF)  meetings  has  qui- 
etened many  of  its  strongest  critics.  As  for 
bilateral  relations  with  each  country,  there 
are  reports  that  the  Chinese  have  shown 
sensitivity  in  dealing  with  matters  pertain- 
ing to  sovereignty  and  cultural  dignity.  If 
this  sensitivity  persists,  it  suggests  that 
China  will  be  willing  to  commit  itself  to  sup- 
port and  strengthen  the  international  norms 
laid  down  by  the  modern  state-system,  and 
contribute  to  the  adaptation  of  that  system 
to  regional  conditions. 

China  will  always  be  large  and  potential- 
ly rich  and  powerful.  Therefore,  its  neigh- 
bours would  need  to  construct  the  neces- 
sary checks  and  balances  to  ensure  mutual 
respect.  They  have  shown  that  the  best  way 
to  do  so  is  by  engaging  China  as  much  as 
possible  in  a  whole  range  of  regional  activ- 
ity. And  participation  together  with  ASEAN 
in  extra-regional  matters  involving  the  West- 
ern Pacific,  or  the  rest  of  Asia,  or  Europe,  or 
the  Americas,  seems  to  paying  off.  ASEAN 
member  states  are  now  in  a  position  to  play 
a  role  in  easing  the  much  more  difficult  re- 
lationships that  China  has  with  the  United 
States  and  Japan.  They  also  seems  to  realise 
that  it  is  in  their  interest  to  do  so.  If  suc- 
cessful, it  would  help  China  to  accept  the 
parameters  of  the  international  system  and 
encourage  it  to  play  an  even  larger  and 
more  positive  part  in  world  affairs. 
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□  TransferofRp  to  Rupiah  Account  No.  31. 45.4433.9,BRITanah  Abang,  Jakarta  10160 


This  Special  Offer  is  only  valid  for  local  subscription.  Postage  included  in  all  the  rates  above. 

Send  your  order  to 
CSJS,  JL  Tanah  Abang  111/23-27,  Jakarta  10160, 
Tel:  (62-21)  3865532-5,  Fax:  (62-21)  384751 7,3809641   
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Centre  for  Strategic  and  International  Studies 
Jalan  Tanah  Abang  111/23-27,  Jakarta  10160  Indonesia 
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Asia,  Pacific,  and  Australia  US$  50.00 

Europe  Countries  US$  60.00 

USA,  Mexico,  and  Bahama  USS  70.00 

Canada,  Africa,  Central  &  South  America  USS  80.00 


Orders  for  single  back  issues  and  bound  volumes  should  be  addressed  to 
The  Indonesian  Quarterly,  Jalan  Tanah  Abang  IR723-27,  Jakarta  10160,  Phones: 
3865532  to  3865535. 


